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OUR GUIDING PRINCIPLES

We create and implement superior financial solutions for our clients.

Serving clients is our fundamental purpose.
o

We earn our clients’ trust by delivering the bést guidance and service.

Great people are our competitive advantage.
-]

As we serve, we are committed to these core values:

Always place our clients’ interests first.
Conduct ourselves with integrity and treat others with respect.
Work in partnership with our clients and each other.

Maintain a high-quality environment that attracts, retains and develops the best people.

Contribute our talents and resources to serve the communities in which we live and work.

B




Andrew S. D!llff—Chairman and Chief Executive Officer

To our shareholders,

FOCUS. It is integral to our strategy and to
our ongoing success. In 2006, we set a new
strategy for the firm, and we are confident
this focused plan will create exceptional
solutions for our clients and long-term value

' for our shareholders.

FOCUS ON 2006: A Redefining Year
During the year, we aligned the entire_firm

toward growing our capital markets business.

To facilitate this strategy, we sold our Private
Client Services branch network—the result
of a thorough and disciplined analysis of our
strengths and growth opportunities.

Our mission is to build the leading
international middle market investment bank
and institutional securities firm. Proceeds
from the sale have provided the means to

recapitalize our company, as well as to invest
further in our business.




FINANCIAL HIGHLIGHTS

Years ended December 31
(Amounts in thousands)

2005

Revenues 2006 2004
\nvestment banking ! $ 294,808 243,347 227,667
Institutional brokerage 162,406 162,068 I 179,604
Interest ! 63,969 44,857 35718
Other income 14,054 3,530 , 13,638

: -
Total revenues I‘ . 535,237 453,802 ' 456,627

Interest expense } 32,303, 32,494 22,421

I

Net revenues . ‘ 502,934F 421,308 434 206

Non-Interest expenses l |' -

" Compensation and 'beneﬁts i 291,265 243,833 251,187
Cash award program | 2,980 4,205 4,717
Restructuring—relateH expense I : 8,595 -
Other non-compensation expense | 10,816 128,644 . 129,264

_ : T
. Total non-interest expenses l 405,061 385,277 385,168
Income from continuing operations !

) before income tax expense 97,873 36,031 49,038
Income tax expense 34,974 10,863 16,727

. ' !

Net income from continuing operations } 62,899 25,168 I 32,3 1')

; —
Discontinued operétions: J : j ’/
“Income from dis;continued operations, net o"F tax 172,354 14,915 718,037
i . i ‘
Net income ' % 235,2513 $40,083 $50,348

Net income**
In millions

Net revenues*
In millions

$503 363

$434 541]

332

-f

J ’ :

’ i |
|

J

§25

‘04 05 06

*All from continuing op&emtions.

Pretax operating
margin®’,

i -
’ 19.5%

/

11.3% 4
—m |

P
"64/ ,"os 0%

Earnings per
common share™
Diluted o

!
$3.32

F

i
$1.67 /
$1.32/

*2006 net income, pretax operating margin and earnings per common share included a benefit of $13.1 rrfi!fiah,
420 basis points and $0.69, respectively, due to a reduction of litigation ieseWFs related to o development in a particular
3

industry-wide litigation matter.

t




Our shar!pened focus has already translated
into results. In 2006, Our net revenues
from corlltinuing operations were up
19 percent. The combination of strong
revenues, disciplined expense management
and our recapitalization actions drove
an impravement in 2006 pretax operating
margin f{om continuing operations.
| .

In 2006, 'our investment banking services
continuet;l to gain momentum. We were the
most active underwriter of growth companies
(less than $1 billion in market value) for 1POs,
“follow-ons and convertibles. We were also at
the forefront in the emerging alternative
energy/c!%zain technology sector, where we

~ managed more public equity offerings than
any other investment bank. Qur public finance
team con!npleted 452 issues with a total par
value of $6.6 billion, representing a g percent

- |
ncreasce II)VCI 200§ par value,

|
Going fo;rward, we will grow our business
by focusilng on three specific initiatives:
deepening expertise in select sectors,

broadening our product offerings to serve

Jon W. Salveson-Head of Investment Banking

clients’ full business lifecycle needs, and
extending our geographic reach to serve
clients in an increasingly international market.

Capital Markets Leadership®

Since t/1/04

No. 1: Consumer
) Equity Underwriter
Piper Jaffray—45 transactions

No. 1: Health Care
Underwriter: Issuers < $2 billion
in market value
Piper Jaffray-82 transactions

No. 1: Technology
[PO Underwriter
Piper Jaffray-41 transactions

*Source: Dealogic -

FOCUS ON SECTORS

Qur concentration on targeted sectors reflects
our disciplined approach ro developing deep.
expertise in competitive, fast-changing and
high-growth industries. By building sector
expertise in our investment banking, sales
and trading, and research teams, we are
better positioned to address the unique

" industry-specific needs of clients operating

and investing in these sectors.

Our research and transaction rankings in
areas such as health care, consumer,
technology, and state and local government,
exemplify our ability to succeed where we
focus. To build on that strength, we added

. NEW SECtors tO Our roster in 2006,
- developing expertise in targeted areas with

the same commitment as in our established
sectors. These new sectors, plus continued
investment in our established areas, provide
a strong growth platform for our capital
markets business.
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'« Business Services

\ . - R
Sector Expertise - | l |
+ Aircraft Finance
IConsurneﬂ .

- Education Flnanua{l Institutions
+ Health Care Hospitality
« Industrial Growth +|Real Estate

« State and Local Government -1Techno|ogy
!
Our expertise in the hospztahty sector
was instrumental in he[pmgwur clzent '
Austin Convention Enterpﬂses I nc' ;;
achieve significant savmgs—approxzmately
$90 million in present value—hwhezft ‘
restructuring its existing $260 mzlhon
debt portfolio in zoo!% b |
i

}
Austin Convention Enterpnses Inc. owns

.the Austin Convention Center an 800 -room |

upscale hotel ad]acent to the conveéntion
center in downtown Austm Texas.

Piper Jaffray ongmaily served as sole.
underwriter on the corporatzon s zmrzal
$245 million ﬁnancmg in zém Smce then
we worked closely with the chent to h
determine the appropriate tzmmg for a debr
restructurmg—basmg the move onlthe strong
-performance of the hotel a!nd conuentron
center, current mterest rates; and the \
willingness of the 2001 subordmate bond
insurer to part:c:pate!m the | tmnsact:c?n

L7
" The December 2006 bond restmcturmg

| ;
included both first- and second-tier |
revenue refunding bonds Tbe resultmg
economic benefit for Austm Conventron

Enterprises, Inc. illustrates the ualue that can

. be created by linking|deep client knozyledge
with sector insights. | Lo

ol
-
|

'Aiternatlve {Energy 1

I
|
H TR

e e b

| o ; ;
Frank E.|Fairman-Head of Public Finance Services .

Among our, new targeted sectors is
alternative energy—a high-growth and high-
profile industry where we see significant
long-term potential. Hospitality finance is
also a recent addition where we structure
and un&iervé'rite tax-exempt hotel and
covention c}enter financings for’ }our clients.

2006 Eixed Income Rankings’

: No. 4
for new long-term municipal issues

1 No. 4
for senior manager
» . Oﬁ health carefhospital issues

No. 1
municipal underwriter in Midwest

*Source:. Thomson Financial




Thomas P, Schnettler—Vice Chairman and
Chief Financial Officer

FOCUS ON PRODUCTS

In 2006, we added several new products to
our mix, further enhancing our ability to
offer the right solutions to clients as they
move through various business lifecycles,
financing situations and market conditions.

To enhance our credit capability, we
established a strategic alliance with CIT
Group Inc. This alliance offers middle market
companies a comprehensive set of financing
solutions, including senior-secured and
unsecured debt, second-lien facilities,
subordinated financings and mezzanine loans.

We also added a financial restructuring team
to advise financially stressed and distressed
companies. This team strengthens our
product platform by offering solutions clients
may need during non-growth cycles. A more
comprehensive product mix also helps us by
diversifying our revenue streams for different
types of market conditions.

Lo

Product Dei)tht

!
+ Investment banking' I
« Mergers and acquisitions i
+ Equity and debt capital markets " - !
- High-yield and structured products '
+ Institutional equtty sales and tradmg I
+ Tax-exempt and taxable sales and trading |
Investment research |

i

- |
In 2006, our product breadth beneﬁted

-our client, Amértcan Mea'zcal Systems (AMS),

when it acquired Laserscope a developer.
of medical lasers for the urology and
aesthetics markets:

- |

In this tmnsactaon, twe served as the excluswe

MerA advisor to AMS and capitalized on our

 strategic alliance with CIT Group, prou:rdmg :

$600 million of senior debt. In addition, our
debt capital mcgrkets group led and
syndicated a $180 million subordinated '

_bridge facility. Between the announcement
and closing of the transaction, our

convertibles tecirm executed a $375 million

‘convertible de5t issue.

' |
Fmally, we aa’wsed AMS on the successful

. divestiture of the laser aestbetics assets of

Laserscope. Qur work as a primary adwsor

to AMS demonstrates the value we can brmg
to clients by combmmg deep ‘expertise and
product capabilities. :

|
o
) : |
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spending babits and retail brand perceptxons

- Geographic Reach .
_+ Piper Jaffray has oFﬁces in 20 prmapal uU.s.
" locations, the United ngdom and Chma

See the listing on page 8. | ;
b '
- To advise clients effectwely ona global
scale, we must be able to do busmess
wherever our clients' access and muest capital
and provide a propnetary perspectwe on
mternat;onal markets -
i f :
Since 2001, our consumer research team has,
been administering multi- aty rourS‘of U.S. and
Canadian shopping malls and retail outlets '
conducting proprietary research on teen

L

In 2006, the team expandea' its research with .

tours of retail operations in Spain: and Italy,
providing corporate and institutional clients::
with an international perspective on the -

retail market not avclulabie xelsewb_ere‘
i !

This type of industrylleading international .
research provides our clients unparalleled and
proprietary analysis dnd has served as a cataly}t
for our organic grou;;b' in the consumier sector

both in the United States an:d Europe:

. vi_‘.fL, . - \
1
]

|
|
U K. Blotech Leadershlp

Piper ]affray Ltd. lead managed follow-on
tmnsacztons that accounted for 81 percent
of the eqmty raised for b:otechno[ogy companies
: in the UK. in 2006.
*Source: Piper _.]:lffr;;y'_er.

k
i

FOCUS ON GEOGRAPHY,

We are exllaeriencing increased international
opportumty for our expertise and products,
and we plan to meet this demand through
dlsc1plmed expansion in targetfed
international markets where our clients
access 'and! invest capital. t

Our international growth gained significant
momentum in 2006, with major milestones
in both l:urope and Asia. In our London-
based subsndlary, Piper Jaffravatd we
doubled the size of our |nvestment banking
group ‘andladded consumer and technology
¢apabilities to complement our industry-
leading expertise in health care.

i

We opened an office in Shanghai to provide
international investment banking and research
services inlAsia. Our investment banking
practice in{China has alrcady established a
track record for successfully taking Chinese
technology companies public in the U.S.
markKets. We intend to build on this

. ] .
foundanoril in China by extending our
+ éxpertise into additional products and sectors.




FOCUS ON GUIDING PRINCIPLES

. Throughout 2006, we maintained a steady
focus on our Guiding Principles, reinforcing
our commitment to our core values amid the
signiﬁcanlt strategic change. We will succeed
by always placing our clients’ interests first
and Creatmg an environment and business
platform that enable us to attract and retain
the best elmployees.

As a firmland as individual leaders, we
contriburé our talents and resources to build
and to SC] ve our communities. Annually, the
firm donates 5 percent of pretax earnings
through a combination of cash contributions,
in-kind contributions and volunteer hours.

Thank you to our clients for placing your
trust in ug, to our shareholders for supporting
our vision, and to cur employees for your
commitment to our future. Together—and
with focus—we will grow our capital markets
business Jnd build the leading international
middle market investment bank and
msmutlonal securities firm.,

Sincerely,

A oS

Andrew S. Duif
Chairmari and Chief Executive Officer
Piper Jaffray Companies




Executive Leadership

Andrew §. Duff .
Chairman and Chief Executive Officer

Thomas P. Schnettler:
Vice Chairman and Chief Financial Officer

Jon W. Salveson ‘
Head of Investment Banking

"Robert W, Peterson
Head of Equities

Benjamin T. May
Head of High-Yield and Structured Products

Fraok E. Fairman

Head of Public Finance Sérvices .

James L. Chosy :
General Counsel and Secretary

R. Todd Firebaugh
Chief Administrative Officer

Board of Directors

Andrew S. Duff ‘
Chairman and Chief Executive Officer
Piper Jaffray Companies

Addison (Tad) L. Piper

Retired

Former Chairman and Ch‘ief Executive Officer
Piper Jaffray Companies Inc.

Michael R. Francis
Executive Vice President of Marketing
Target Corporation H

B. Kristine Johnson
President
Affinity Capital Management

4

Samuel L. Kaplan
Partner and Founding Me:mber
Kaplan, Strangis and Kaplan, P.A.

Frank L. Sims

Corporate Vice President |
Transportation and Product Assurance
Cargill, Inc.

Jean M. Taylor
President and Chief Executive Officer
Taylor Corporation

}
'
L
1

.

P|iper]!gffray "

- ‘ v -. = oy i -
PrinciRaI Office Locations
Minneapolils, MN (headquarters)

‘ i
Austin, TX!

- Boston, Mf}‘

Charlotte, NC

Chicago, ILf

Denver, CO

Des Moine%, 1A

Houston, TX '
Kansas Cit)]/, KS$

Los Angeles, CA

Milwaukee‘, WI

Nashville, TN

New York,lNY

Palo Alto, CA

‘Phoenix, Az

Portland, OR

" Sacramento, CA

San Francisco, CA
Seattle, WA:
St. Louis, MO

London, United Kingdom
Shanghai, China




i

information set forth. below should be réad in conjunc: * thereto. ) b
tion with “Management s D:scussmn and Analysis of * ' :
FOR THE YEAR ENILED DECENlIBER 3m 7 ' . . '
{Dollors and shares i thousands, except per shore dota) 2006 | 20061 .2004 | - 2003 | 2002
Revenues: | ' S - . )
Investment banklng . . $ 294,808 . 5 243,347' $ 227667 S 197,966 ‘$ 181,516
Instltutlonal brokerage | 162,406 162,068 179,604 209,230 5 171,231
Interest , _ o 63,969 - 44,857 3.8 27978 37,118
Othermcom» o0 ; 14,054 3530° 13,638 10327 " 4,929
Totql revenues ) i o 1 535,237 .. 453,802, 456,627 " 445,501 e 394,795
Interest experise : A { 32,303 32,494 | 22,421 16476 , 28487
Net revenuies i 502,934  421308' 434206 429,025 |- 366,308
Non- mterest expenses S . ‘ |
_ Compensatloln and benefits _ ! 291,265 - 243,833 251,87 246,868 205925
Cash award program ! 2,920 4,205 477 24,000 -
Regulatory settlement ! - - - - 32,500
Merger and restructuring - 8,595, - - 7,976
Royalty fee 1! - - - 3,911 © 7,482
Otherl | ‘ i 110,816 128,644 129,264 123,411 ' 123370
Total no-ifterest expenses ' 405,061 385,277, 385068 . 398,190 377,253
. Incomaf(loss) ﬁ"om continuing operations before income - . i T
tax expense[[beneft} 97,873 36,031, 49038 [ 30835 | (10945)
Income tax expense/(benef‘t) E 34,974 10,863 ' s 16,?27 I ] 10,176 | (2,392)
Net mcome[(lo i) from continuing operatanSI 62,899 25168 . 3231 20,659 {8.553)
Dlscontmued operatlons ' i ‘ ] ) ' . o o ) '
Income Fronh Idlscon'cmued operanons net of tax 17;,354 14,915 D 18,037 5,340 8,652
~ Net income | ' 0 $ 235253 $ 40083 ' § 50348 S 25999 § 06
. . [ 1
Earmngs per bal‘nc common share . : " R ] . ,
Income[(|055,l from continuing operations \' $ 349 § 134 7 § .67 §  107- % (045)
income from Idl_scontmued operations | 957 ' 079" -0.93 028 . 045
’ Earninés pzl‘r basic common share . $ 1307 % 213 260 S 135§ 0.01
" Earnings per dlluted common share | ' ‘ : :
Income/(loss] from continuing operations ‘[ $ 332 §° 132 $, 167 $ 107§ (045
Income from dlscontlnued operations ! 9.09 0.78 . '0.93 | 0.28 0.45
Earnlngs per diluted common share | $ 1240 § 210 ; 3,260 ¥ 135 §. 00
' Welg'hted average number of common shares | . . .
Basic ;. | - 18,002 18,313 19,333 ' 19,237 19,160
Diluted . : : 18,968 19,081 | 19,399 19,237, 19,160
Other data. ‘ ' . ; L
Total assets o $1851847 52354191 | 52828257 $2380,647 $2,032,452
Long -term del)t . _ L s - $ 180,000 - § 180000 §, 180000 $ 215000
Shareholders’ equity ' K $ 924,439 § 754,827 .3 725428 $'669,795 § 609,857
Total employes T A 1,108 28 ' 3027 2,991 3,227

SELECTED FINANCIAL DATA; .

!

The followmg rable presents our selected consolidated

financial data for the periods and dates mdlcated The

Piper Jaffray Companies

.

Financial Condition and Results of Operatlons and

our -consolidated financial statements and . notes
2 + .

I

|
. E
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.
Management's Discussion and Adalysis of Financial Cendition and Results of Operations

!
1

CONDITION AND}RESULTS OF OPERATIONS

[
'
!

.
The following 1nformatron should be read in conjunc-
tion with the accompanying consolidated financial
statements and related notes-and exhibits included
elsewhere in this report. Certain statements in rdls
report may be c0n51dered forward-looking. Statements
that are not historical or current facts, including state-
ments about beliefs and expectations, ,are forward-
looking statements. These forward looking statements
include, among other thmgs statements other than

historical information or,statements of current condi-

tion and may relate to our future plans and objectives’

and results, and also may include our belief regarding
the effect of varicus legal proceedings, as set forth
under “Legal Proceedings” in Part I, Item 3 of this
" Form 10-K. Forward-looking statements‘involve inher-
ent risks and uncertainties, and important factors could
cause actual results to differ materially from those

\
anticipated, including those factors discussed below

under “External Factors Impactlng Our Business” ‘as
well as the factors identified under “Risk Factors”
Part 1, Item 1A of our,Annual Report on Form 10-K for
the year ended December 31, 2006, as updated in our
subsequent reports filed wnth the SEC. These reports
are available at our Web'site at www. plper]affray cdm
and at the SEC Web srte at www.sec. gov Forward
lookmg statements speak only as of the date they are
made, and we undertake no obligation to update them
in light of new information or future events.

f :
| .

o

Executive Overview
Qur continuing operatidns are principally engaged'in
providing investment banking, institutional brokerage
and related financial services to middle- ‘market cor;‘m-
rations, private equity groups, public entities, non-
profit entities and institutional investors in the United
States, Europe and Asia. Our revenues are generated
primarily through the receipt of adv130ry and fmancmg
fees earned on investment banking actmt]es, comais-
sions and sales credits earned on equity and fixed
income institutional sales and trading. activities, net
interest earned on securmes inventories and profits
and losses from tradmg activities related to these secu-
rities inventories. ‘ y

The securities business is a human capital business;
accordingly, compensation and benefits comprise the
largest component of our expenses, and our perfor-
mance is dependent upon our ability to attract; develop
and rerain highly skilledlemployees who are motivated

' . !
s

;
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MANAGEMENT’S DISCUSSION AND ANALYSIS'OF FINANCIAL " !
' i

|

i

b

1

'
1

and committed to provide the highest quality of service
and guidance to our clients.

Our dlscontmued operations mclude the operating
results of nur Private Client Servrces (“PCS”) retail
brokerage busmess, the gain on the sale of the PCS
branch netwllork and related restrudturmg and transac-
tion costs. We closed on the sale of our PCSbranch
network and certain relared assets to UBS Financial
Services, Inc a subsidiary of UBS AG (“UBS”}, o

August 11, 2006 Our PCS retall brokerage busmess
provrded flnanmal advice and a w1de range of financial
products and services to individual investors through a
network of| approximately 90 dranch offices. We
received $500 million for the sale’ of the branch net-
work and approx1mately $250 million for the net assets
of the branch network, consnstmg principally of cus-
tomer marg,n‘n recewables The sale'resulted in after-tax
proceeds of appr0x1mate]y $510 million and an ‘after-
tax book gain for the year ended December 31,2006 of
$165.6 mrlllon net of restructurmg and transaction
charges. We expect to incur additional .restructuring
costs in the first and second quarters of 2007 related to
a system conversion, resulting from the sale of the PCS

branch network. . i

Our divestiture of the PCS brar;ch network had a’
material impact on our results of operations and finan-
cial condition. The. majority of dur customer receiv-
ables and |payables were ehrnmated stock loan
liabilities that helped finance custonler receivables were
repaid, we wrote-off goodwill related to the PCS busi-
ness of $85.6 million, and we signi:ficanrly changed our
capltallzatlon structure by repaying $180 million in
subordmateld debt and repurchasmg approximately
1.6 million| common shares through an- accelerated
share repurchase in the amount of $100 million. In

_ addition, certain equity awards held by PCS employees

were forfeited upon the emp!oyees transfer to UBS,
and ceftain|equity awards held by severed employees
were vested on an accelerated basis. As d:scussed
above,’ the | results of our PCS busmess operations,
the gain on the sale of our PCS’ branch network and
the related |restructuring and transaction costs have
been classified within discontinged operations with
prior period PCS results of operanons reclassified to
discontinued operations for a comparable presenta-
tion. _See. Notes 4 and 16 to our consolidated financial
statements for a further discussion of our discontinued
operatrons and restructuring.




Management’s Discussion and Analysis of Financtal Condition and Results of Cperations

N | . T
As part of our growth strategy, we have increased the
|
number of busmess SECtors and mdustnes in which we

spec1ahze, enhanced our product offermgs and:

‘\.
expanded the geographlc reach of Gur services to better

|
our customers. Within the corporate’ sector we have

tradmonally ‘operated in the health | care, technology,
f1r1anc1al institutions, consumer and arrcraft finance
sectors In 2006, we expanded ‘into the alternative
energy, busmess services and industrial growth sectors
to serve our corporate clienits. In addition, we have
expanded -our fixed inéomé financing capabrhtres fo

N
prov1de services to ‘the hospltahty and commercnal feal

I
estate 1pdustnes In the thlrd quarter of2006 as part of
our. efforts o enhance our- product offermgs, we

I .
announced a strategrc relatronshrp w1th CIT Group,

Inc. (“CIT”) to offer middle-market compames acom-’

prehenswe set "of fmancmg salutions. Addrtronally, in

2006 we expanded our hrgh yleld and st[ructured prod
ucts capablhty and added a corporate fmarrcral restruc-
turing 1tearn to. assist distressed corporatlons We
strengthened our mternatronal presence in- 2006 by
s:gmfrcantly increasing the size of the ream in our

London offrcle and openmg an offlce in Shanghar :

.
g

We plan to continue. ‘our. focus on.the growth of our
extstrng caprtal markets  businesses through sector
expertrse, prc:-duct depth and geographic :reach In addi-
tion, as opportunities arise we intend to use our capital
to-a greater extent to facilitate custorner activity and
engagmg in principal activities that leverage our exper-
tise. Our principal actrvrtles will result i in greater com-

mitments “of | capiral on’ our own beha]f, and may

I
: |

MARKET DATA

*The followm‘g table provides a summary of.re]evant

markeér' data over the past three years. ‘

Yo

E,'
s

include, among other things, proprtetary pos:tlons ‘in

equity or, debt securities of pubhe and prwate compa-
mes Our growthhmtlatrves will requrre mveétments in
personnel and other expenses, which may ha\'fe a short-
term negatrve impact on our profltablhty as rt may take
trme to develop meamngful revenues from the growth
lnrtratrves We also may pursue new busmhsses lthat

support our strategrc prrorrtres - i ’

Ty

RESULTS FOR 'TH'E YEAR ENDED DECEMBER 31,' 2006 -
Our full year performance reflects revenue growth and
1mpr0ved profltabrhty For the! year ended Decem-
ber 31, 2006, our net 1ncome, mcludmg continuing
and dlscontmued operatlons, was $235.3 mllhon or
$12.40" per . diluted share, up- from net mcome of
$40.1 million;, or’ $2 10 per-diluted share, for the prior
year. Net income in 2006 included' $165.6 mlllron, after
tax and net of {'estructurmg and transactron costs,
related to the’ garn on thé salé of the PCS branch
network and certain related asséts to UBS. For 2006,
net incomie from Continuing1 operationg totaled
$62.9 million, or $3.32 per diluted share,E up from
net income of $25 2 millien; or $l 32 per dituted share,
in 2005. Net incomé from’ contmumg operatlons in
2006 included aibenefit of $0. 69 per drluted share,
resulting from a reduction ofa litigation reserve related
to developments i tm a specific mdustry w1de!ht1gatron
matter. Net revenues from continuing operations for
the year ended December 31, 2006 were $5102 9 mil-
lion, up 19.4 percent from $421. 'i million in the prior
year.

n
2005

|
" : { 4 ! ] : ' 2006,
YEAR ENDED DECEMBER 31, - . - R 2006 | 2005 . 2004 | v 2005 | v2004
Dow Jones Industials ¢ | 12463 10718 . 10783 163%  (0.6)%
NASDAQ" ) - t 2415 72205 . .2‘175\‘ 9.{5 1.4
NYSE Average Daily Value Traded (s o) | $ 683 § 561§ 461 217 217
- NASDAQ Average Daily Value Traded (s uuone) $ 465 $ 395 $0346 177 142
Mergers and Athmsrtlons (nuum OF TRAHSACTIONS) bl ‘ 10,685 8,818 18188 . 21 % 1.7
Public Equnty Oﬂ’ermgs (NUM!ER or TMNSAC‘HONS) ce l 857 775. 1,005 10.6 {22.9)
Initial Public Ol“Termgs (e or nsactons) ¢ | 165 4 170 024 (29) ~(206) _
Managed Mumlclpaf Underwntmgs {NUMBER OF mummns) d 12,553 113,948 -]3,605 (10.?) 25
Managed Mumapal Underwrltlngs (VALUE OF TRANSACTIONS IN BILLIDNS] d s 383 8 5 4083 5 359.7 (6.0y-- 135
10-Year Treasur]es Average Rate ) ' 4, 79% 429% . 427% 117 ¢ 05
3 Month' Treasuries Average Rate 4, 73% 3.15% T 1.37% 50.2: - 129.9.

L3
|
1 i
7 K ]
(@) Data provided is at penod end. I
{b) Source; Sccuntlels Data Corporahon
{ch Source: Dmiugjcl (qﬂ'zrmgs with reporzed mmket value grw:er than $20 million).
(d) Source: Thnm;m!l Financial, ' I -

|
) Number of transactions includes convertible offerings. l
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Management's Discussion and Analysis of Financial Condition and Results of Operations
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| b *
EXTERNAL FACTORS |MPACTFNGlOUR BUSlNESS

o .
Performance in the financial services mdustry in which

we operate is hlghly correlated to the overall strength of
economic conditions and fmanl:lal market actmty
Overall market conditions are a product of many fac-
tors, which are mostly urlpredlctable and beyond our
control. These factors ma)l affect the f:nancml decisions
made by investors, mcludmg their level of participation
in the financial markets. In turn, these decisions maly
affect our business results With respect to f1nanc1lal
market activity, our profltablllty is sensitive to a varrety
of factors, 1nclud1ng the volume and value of trading in
* securities, the volatility of the equity and fixed income
markets, the level and shape of various, yleld curves,
and the demand for 1nvlestment bankmg services as
reflected by the number and 51ze of equity, and debt
" financings and merger and acqm{smon transactions.
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Factors that differentiate our busmess w1tl1|n the fman-
industry also may affect our f1nanc1al
results. For example, our Business focuses pr1mar1ly

cial servrces

on middle market companies in specrflc 1ndustry sec-
tors These sectors may experience growth or down-
turns 1ndependently of general economic and market
conditions, or may face :market conditions that are
d1sproport10nately better of worse than thosc.impact-
ing the economy and markets generally. In elther case,
our business/could be affectéd cllfferently than overall
market t’rend_sf. Given the variability of the capital mar-
kets and securities businesses, our learrings'may fluc-
tuate s1gmf1cantly from period to per1od and results of
any individual period should not be consrdered indic-

atlve of futu e results

.
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Results of Operations
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Fl'NANcml'. SUMMA_RY '

Management’s Discussion and Analysis of Financial Condition and Results of Operations

1

The following table prov1des a summary of the results of our operations and the results of our operations as a
percentage ot net revenues for the periods indicated.

’i-

FOR THE YEAR ENIJED DECEMBER 3

=
F
il
r

1 C !
P
. AS A PERCENTAGE OF
. NET REVENUES
! FOR THE YEAR ENDED
. DECEMBER 3, '

B
2006 -

2005
(Doifars in :hausands‘} 2006 | " 2008 | 2004 | v 2005 | v2004 2006 2005 I 2004
Revenues . J . . '
, Investment banking '$204,808  $243,347  $227,667  21.1%  6.9% 58.6% 57, 8%  52.4%
o : '
‘|!1$tltutl0rla| brokerage . 'I|62,406 162,068 179, 604 02 {9.8} i 323 38 5 ‘ 41.4
Interest | 63,969 44,857 35, 718 42.6 25.6 12.7 106+ 82
Other |ncomf3 [14,054 3,530 13,638 2981 {74.1) - o 2.8 q.s 32
Total reverues 535237 453802 456627 179  (0.6) 1064 1077 1052
“interest expense !32,303 32494 7 2242 {0.6) 449 6.4 77 52
N | : LT
Net revenLlles 5,02,934 421,308 434,206 - 194 (3.0) 100.0 100,'0 100.0
Non:interest expenses - i ‘ T
Compensatlon and benefits 2|9‘I.265 243,833 251,187 '19.5 (2.9) . 579 - 57.9 © 57.8
Occupancy and equipment ,;30,660 30,808 -28,581 {0.5) 7.8 el 73 6.6
Commumcat;ons 23,189 23,587 24,757 (3.3) (3.1} 46 57 % 5.7
Floor brokerzge and clearance ;13,292 14,785 14,017 ('IC;.]) . 55 26 35 32
Marketing anl‘d business development ‘24,731 21,537 24660 'l4:.8 {127} 49 51 5.7
. Qutside servi‘ces 28,053 23,881 20,378 17.5 17.2 i 5.6 5.7 4.7
: Cash award program | 2,980 4205 4717 (29.1) {10.9) 0.6 e 1
' [
Restructunng -related expense ‘ - 8,595 = N/M  N/M - 20 -
Other operating expenses 1{9,109) 13,646 16,871 N/lM (19.%) {1.8) 3.2 3.9
Tota| non-ipterest axpenses 4&05.051 385,277 385,168 5.1 0.0 ©80.5 91;.4 88.7
) | P .
Income from C(;mtinuing operations ! , ;
before income tax expense - ‘97,873 © 36,031 - 49,038 176 (26.5) - 195 8.6 11.3
Income tax e}xpense 34974 10,863 16727 2220 (35.1) 70 26 .39
Net income fro‘{n continuing operations * | _.162,899 25068 32311 1495 (22.1) 125 60 74
Discontirlued'o;)e_rations: | '
“Income from|discontinued operations, | : .
net of tax : 172,354 14915 18,037 10556 (173) 343 35 42
- - — — !
Net income , ; $235253  § 40083 $50348  4869% (04)% . 4638% 95% 11.6%

]
N/M — Not Mearingfol

For the year ended December 31, 2006; net income,
includirig  continuing and dlscontmued operations,

totaled $2353 million, which mcluded a gain of,

$165.6 million, after-tax and net of restructunng and
transaction costs, .from the sale of our PCS branch
network. Nelt ‘revenues from contmumg operations
increased to 5502 5. million for 2006, an increase of
19.4 percent from the prior year. In 2006 investment
banking reveniues increased 21.1 percent t to $294.8 mil-
lion, compared with revenues of $243.3 million in the

prior year. Thls increase was primarily artnbutable to

»

higher equity financing activiry. lhstitutiona[ brokerage
revenues remained essentially flat when compared with
the prior-year period. In 2006, net interest income
increased to $31,7 million, compared with $12:4 million

‘in 2005. The increz“i‘se was driven by two pﬁma}y factors.

First, in the third quarrer of 2006, we repaid $180 million
in subordinated debt and paid down other short-term
financing with proceeds from the sale of the PCS branch

- network, which reduced interest expense. Second, dur-

ing the third and fourth quarters of 2006, we invested
the excess proceeds from the sale in short-terr;n interest
*

- - Piper Jaffray Annual Report 52006 13 .

'




i

]

|

. _ |

Management’s Discussion and Analysis of Financial Condition and Results of Operations | ,l
. ; : ' h !
t

! i

bearing instruments, which generated inte_rest income. In
2006, other income incréased to $14.1 million, corln-
pared with §3.5 million in 2003, primarily due to|a
$9.9 million gain related to our ownership of two seats
on the New ' York “Stock Exchange, which were
exchanged for cash and restricted shares of common
stock of the NYSE Group, Inc. We sold approximately
63 percent of our NYSE Group, Inc. restricted shares i ina
secondary offering during the second quarter of 2006
Non-interest expenses in¢reased to $405 1 million m
2006, from $385.3 mllllqn in 2005. This increase whs
attributable to increased' variable compensation arl‘ld
benefits expenses- due to thigher profitability, offset in
part by a reduction in litigation reserves related to devel-
opments in a specific 1ndustry-w1de litigation matter and
an $8.6 million restructur;mg charge taken in 2005.

Net income, including. continuing and discontinued
operations, was $40.1 million for the year ended Decem-
ber 31, 2005, down frorn $50.3 million for the yelar
ended December 31, 2004 In 20035, net revenues from
continuing operations were $421.3 million, a decline of
3.0 percent from the pnor vear. In 2008, investment
banking revenues increased to $243.3 million compared
with $227.7 million in 2004, driven by higher adwsolry
services activity associated with merger and acquismon
transactions. Institutional brokerage revenues decreased
9.8 percent from 2004 ‘due primarily to significant
declines in fixed income volumes, lower spreads on fixed
income products due to the NASD's Trade Reportlilg
and Compliance Engine (“TRACE”} requirements and
reduced equity sales and trading tevenues. In 2005, otl}er
income decreased to $3.5 million, compared with

$13.6 million in 2004. Thls decrease was due to higller.

gains recorded on prlvate equity investments in 2004,
Also, 2004 included revenues associated with our ven-
ture’ capital business, the management of which was
transitioned to an mdependent company effective
December 31, 2004. Non-interest expenses were
$385.3 million in 2003, flat compared to 2004. Cofn-
pensation and benefits expenses declined due to lower
revenues and profitability. Non- compensation expefses
increased due to an $8. 6 million restructurmg charge
taken in the second quarrer of 2005 in connection with
certain expense reduction measures.- '

i
. i

. . 1
CONSOLIDATED NON-INlI'EREST EXPENSES

Compensation and Benefits ~ Comf)ensation and benef{its
expenses, which are the largest component of cur
expenses, include salaries', commissions, bonuses, ben-
efits, employment taxes and other employee costs. A

substantial portion of compensatlon expense is coms -

prised of variable incentive arrangements, including
discretionary bonuses, the amount of which fluctuates

14 Piper Jaffray Annual Repol}t 2006

i

in proportion to the level of business activity, increasing
with higher revenues and operatingprofits. Other com-
pensation cdsts primarily base salaries and benefits,
are more flxed in nature. T he tmlnng of bonus pay-
ments, whlch generally occur ml February, have a
greater 1mpact on our cash posmon and liquidity, than
is reflected in our statements of operations.
l

In 2006; compensation and beneflts expenses increased
19.5 percentlto $291.3 million, from $243.8 million in
2005. This increase was due to h1gher variable com-
pensation costs resulting from 1ncreased profltability
Compensanon and benefits expenses as a percentage of
net revenués were flat at 57.9 percent for 2006 and
2005. . -
Compensation and benefits expenses decreased 2.9 per-
cent to $”43l 8 million in 2003, froln $251.2 million in
2004. The decrease was attributable to lower net rev-
enues and lprofitabﬂ]ty and the| savings from the
restructurmg actions taken in the second quarter of
2005. Compensation and benefits’ expenses as a per-
centage of net revenues were essentlally flatar 57.9 per-
cent for 005 compared to 57.8 percent for 2004.

Occupancy and Equipment - [n 2006, occupancy and
equipment expenses were $30.7 million, essentially flat
when comp:l\red with 2005, In ¢he fourth quarter of
2006, we entered into a new lease contract related to
our London|office and exited our existing lease. As a
result, we incurred approximately$1.2 million in the
fourth quarter related to early exit. penalties and lease-
hold write-offs. Offsetting this expense was a decline in
depreciation related to prior investments in technology
becomlng ful!y depreciated inthe first quarter of 2006,

In 2005, ocl:upancy and equipment expenses were
$30.8 mlllicln compared with $28 ¢ million in the
prior year. Increased costs '1ssoc1ated with additional
office space and software costs related to our algorith-
mic and program trading (“APT”) capabilities, which
we acqmred in the fourth quarterlof 2004, vere par-
tially offset by prior investments in technology becom-
ing fully deprec1ated ’ . i

Communications—Communicationl expenses include
costs for telecommunication and data communication,
primarily cdnsisting of expense for obtaining third-
party market data information. In 2006, communica-
tion expenses were $23.2 million, down 3.3 percent
from 2005.| The decrease was due to costs savings
associated with a change in vendors related to our
equity trading system and a portion of these costs
are now bemg recorded within olrside services as a
result of the change in vendors.
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In 2005, communication expenses were $24.0 million,
down 3,1 percent from 2004, The decrease was pri-
marily | atrribbutable to lower markét- data service
expenses as al result of cost savings initiatives,

Floor Brokeragle and Clearance — In 2006, floor brokerage
and clearanct expenses were $13.3 mllhon compared
with $14.8 million in 2005, a decrease of 10.1 percent.
This decreasd was a result of our contiriued efforts to
reduce e‘(pen:ses associated with accessing electronic
communication networks, offset in part by incremental
expense related to our European trading system,

Floor brokerage and clearance expenses in 2005
increased 5.5|percent to $14.8 million, compared with

2004, due to increased costs associated ‘with APT,

Marketing ancl Business Development — Marketing and
business development expenses mclude travel and
entertamment and promotional and advernsmg cOosts.
In 2008, marl-.ermg and business development expenses
were $24.7 million, compared with $21.5 million in
2005, an increase of 14.8 percent. This increase was
artributable lto hlgher conference expenses and

increased cleal related travel and entertainment costs.
1

In 20035, marl:enng and business development expenses
decreased 12l7 percent to $21.5 million, compared
with ,$24.7 rjnillion in the prior year. This decrease
was-largely driven by the impact of cost savings initi-
atives to redu{ce travel and supplies costs.

Outside. Services — Qutside services expenses include
securities processing expenses, outsourced technology
functions, outside legal fees and other professional fees.
Qutside servu'es expenses increased to $28.1 million in
2006, compared with $23.9 million for 2005. This
increase is dule to services associated w1th our equity
trading sysrem being bundled and provrded by a single

vendor. Prevrously, these services were provided by

muliiple vendlors and were recorded in various expense
categories such as communications, floor brokerage

|
and clearance and outside services expenses based upon

the type of sefvice being provided. Iniaddition, we -

incurred increased professional fee expense related to
recruirment of capital markets personnel.

Ourside servu’es expenses increased to $23 9 million in
2005, compared with $20.4 million ll‘l 2004. This
increase reflects the costs for outsourcmg additional
technology funcnons which were previously per-
formed in- honse, and higher legal fees.

Cash Award Prlogram - In connection with our spin-off
from U. S Banlcorp in2003, we establlshed a cash award
program pursuant to which we granted eash awardstoa
broad-based group of our employees. The award pro-

. pram was designed to aid in retention of émployees and

to compensate for the value of U.S. Bancorp, stock
options and restricted stock lost by our employees as
a result of the spin-off. The cash awards are being
expensed over a four-year period ending December 31,
2007. In 2006, cash awards expense decreased 29.1 per-
cent to $3.0 million, compared with the prior,year. The
sale of our PCS branch network resulted in theiforfeiture
and accelerated vesting of approximately half of our
cash awards and as a result, our ongoing:cash award
expense will decrease. We anticipate incurring approx-
imately $1.5 million of cash award expense w:ithin con:
tinuing operations:. in 2007. '

Restructuring-Related Expense — In the third quarter of

'20035, we implemented certain expense reduction mea-

sures as a means to better align our cost infrastrucrure
with our revenues. This resulted in a pre- ta?( restruc:
turing charge of $8.6 million, consisting of $4.9 million
in severance benefits and $3.7 million related to the
reduction of office space. }

+

Other Operating Expenses — Other operating expenses
include insurance costs, license and registration fees;
expenses related to our charitable giving program,
amortization on intangible assets and litigation-related
expenses, which consist of the amounts we reserve
and/or pay out related to legal and regulatory matters.
Other operating expenses decreased substantially to a
positive benefit of $9.1 million in 2006, complared with
expenses of $13:6 million in 2005. In the fourth quarter
of 2006, we reduced a litigation reserve related to
developments in a specific industry-wide litigation mat-
ter in which the ‘cornpany, along with other leading

- securities firms, is a defendant. The change in our

litigarion reserves related to this specific matrer was
prmcnpally responsrble for the significant reduction in
other operating expenses in 2006, The dlffu:ulty in
determining the timing and outcéme of legal’ proceed-
ings may effect established reserves in rhle future,
impacting other operating expenses.

‘
L

In 2005, other operating expenses decreased 19.1 pei-
cent to $13.6 million, compared with $16.9 million in
2004. This decrease was driven by a decline in insur-
ance premiums and lower minority interest expense
related to our private equity investments. "

Income Taxes — In 2006, our provision for income taxes
from continuing operations was $33.0 million; an effec-
tive tax rate of 35.7 percent, compared with $10.9 mil-

lion, an effective tax rate of 30.1 percent, for 2005, ‘and
compared with $16.7 million, an effective tax rate of
34.1 percent, for 2004. The increased effectwe tax rate
in 2006 compared with 2005 and 2004 was primarily
atrributable to a higher level of pre-tax income, which
reduced the effect of permanent differences.
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NET REVENUES FROM CdNTINUING OPERATIONS (DETAIL} - g
' i

l

y i
-

&

]

PERCENT INC/{DEC)

2006.

" FOR THE YEAR ENDED DECEMBER 37, - 2005
{Dollars in thousands) i ' 2006 2005 | 2004 I v2005°| v 2004
Net revenues: ) , ' , E SRR
- Investment banking : ; . ; !

. Underwriting : ! E o
Fixed income \ ; , i $ 74751 § 67,649 § 6209 $105%  8.9%
Equities ' > ! 14736 75,02 37,5;05 529 (14.3)
Advisory services : ; 105321 . 100672 78,066 46 290
; i : : T :
Total investment banking ' t ! - 294,808 243,347 227,667 21.1. 6.9
Institutional sales and trading . : . , : . ! o,
Fixed income | . 75_,1|?0 - 65,816 80,1|89 . 1427 (17.9)
Equities ' : ' ’ 122422 117,380 N8,150 43 (0.0
; i - 7 : :
Total institutional sales and trading ' 197,592 183,196 198,339 7.9 {7.6)
; - j 1 |
Other income/{loss) I» ’ 10.5|34 (5,235} 8,200 N/M N/M
B B ] - b -
Total net revenues : ) I | $502,934 $421,308 $434,206 . 19.4% {3.0)%

N/M — Not Meaningful C '

¥
In 2006, investment banking revenues increased

21.1 percent to $294.8 million, compared with
$243.3 million in 2005.  Equity underwntmg revenules
increased 52.9 percent to $114.7 million in 2006
which was due to an increase in completed transactlons
and an increase in the number of book -run deals, where
we earn a larger percentage of revenue per transaction.
During 2006, we completed 99 equ1ty financings, rais-
ing $13.6 billion in capital for our clients, compared
with 73 equity financings, raising $8.8 billion in ca]p-
ital, during 2005. Of thesje completed transactions, we
were bookrunner on 41 of the equ1ty financings |in
2006, compared with 25 equlty financings in 2005.
Our London office completed nine of the total equlty

financings in 20086, compared with two in 2005. Fixed’

income financings revenues in 2006 increased 10.5 per-
cent to $74.8 million. The increase was driven by
higher public finance revenues, as an increase in aver-
age revenue per transaction more than offset fewer
completed transactions. We underwrote 452 municipal
issues with a par value of $6.6 billion during 2006,
compared with 473 munlClpal issues with a par value of
$6.1 billion during 2003. Advisory services revenues
increased 4.6 percent to $105.3 million in 2006, las
higher average revenues per transactlon offset the
decline in completed transactlons We completed 41
mergers and acqu:smons transactions valued |at
$7.3 billion during 2006, compared with 47 deals
valued at $9.1 billion durmg 2005. - °

b

Institutional sales and trading revenues comprise all tlhe
revenues generated through trading activities, prima-
rily the facilitation of customer trades. To assess the

il
f ~
i
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profltablllty of institutional sales’ and trading activities,
we aggregate institutional brokerage revenues'with the
riet interest income or expense associated with financ-
ing, econordlcally hedging and holding long or short
inventory positions. Our results m sales and trading
vary from quarter to quartér’ w1th changes'i in tradmg
margins, trading volumes and the timing of transac-
tions as a result of market opportumtles Increased
price transparency in the fixed i 1ncome market,'pressure
from institutional clients in the equtty market to reduce '
commlssnons and the use of alternative tradmg systems
in the equlty market have put pressure on trading
margins. We expect this pressure to continue.

In 2006, msntutlonal sales and tradlng -revenues
increased 7. ? percent to $197.6 mllllon compared with
$183.2 million in 2005. Fixed income institutional
sales and trading revenues mcreaéed 14.2 percent to
$75.2 milliof in 2006, compared \_v1th $65.8 million in
2005. We were able to improve yeFar -over-year perfor-
mance in fixed income institutional sales and trading
through hlgher cash sales and tradmg and increased
high-yield and structured product revenues, offset in
part by lower inferest rate produ_ct revenues. Equity
institutional sales and trading Erevenue increased
4.3 perC(.nt lin 2006, to $122.4 mllhon due to incre-
mental sales ‘and trading revenue related to our Euro-
pean expansion and increased revenues from APT and
convembles', partially offset by Mecreased revenues
from lower volumes and pressureiby institutional cli-
ents to: reduce commissions in.our tradltlonal equity
sales and tradmg business. A

!
;
?
i

i
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Other incomé/loss includes gain and losses from invest-
ments in prrl.rate equity and. venture capltal funds as
well as other firm investments and management fees
from our prixl'ate capital business, which' provides asset

management| services to institutional' investors. In
2006, other income totaled $10.5 million, compared
withha loss of $5.2 million in 2005. Durmg 2006, we
recorded a $9.9 million gain related to our ownershlp

of two seats bn the New York Stock Exchange, which’

were exchan;red for cash and restricted shares of com-
mon stock of the NYSE Group, Inc. In addition, in the
third quarter; of 2006, we repaid $180 hnllnon in.sub-
ordinated debt with proceeds from the sale of the PCS
branch netwrbrk which reduced iriterest expense, and
in the th1rd and fourth quarters of 200% invested the
excess proceeds from the saIe in shortI term interest

|
bearmg instruments, wh1ch generated mterest income.

Investment bankmg revenues increased 6 9 percent to
$243 3 mrlhon in 2005, compared with $227 7 million
in 2004. “This increase was primarily attributable to
strong, tadvnsbry services revenues, Wthh increased
29.0 percent, to $100 7 million, compared with 2004,
We completed 47 mergers and acqulsmons deals valued
at $9.1 bllho: 1in 2005, compared with 49 deals valued
at $6. 8 billion in 2004 Addltronallydflxed income
underwrmng! revenues increased 8.9 percent to
$67 6 l’l’lllllOIll in 2005 compared with $62 1, million
in, 2004 We, lunderwrote 473 munlcrpa] issues, wnth a
" par value of ‘56 1 billion during 2003, compared with
504 mumcnp al i issues with a par value of $5.9 billion
durmg 2004I In 20035, equity underwrmng revenues
decreased ]4'3 percent to $75.0 ml“lOﬂ Driving, this
decline jn equrty underwntmg revenues were less favor—
able capltal n‘larket conditions, partlcularly (during the
first half of 2005 that led to a declme in offering
activity, compared with the prior year. Durlng 2003,
we compieted 73 equiry offerings, ralsrng $8.8 billion
in capltal f01 our clients, compared with 94 equity
offerings, ra17lng $12.9 billion in capital, during 2004

l
In 20'05 ll’l:tltlll'lOl'la] sales and tradmg revenues
decreased 7. b percent to $183.2 million, compared
with $198.3 |million in 2004 Fixed 1dcome institu-
tional sales aud trading revenues declmed 17.9 percent
to $65.8 mllllon in 2005, compared with $80. 2 million
in 2004. Rlsrdg interest rates and a ﬂattened yield curve
resulted in reduced saies and trading volumes in fixed
income; products Additionally, tradmg margins
dechned in 2!)05 due largely to increased prlce trans-
parency in the corporate bond markets and growth in
electronic traldmg In early 2005, certain high-yield
bends for whllch we issue proprietary research became

subject to TRACE disclosure requlrements These high-

|
vield - bonds represent a substantial portlon of our
i

1
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overall corporate bond sales and trading. In 20035,
equity institutional sales and trading revenue were
essentially flat when compared with 2004. We experi-
enced downward pressure on net commissions in the
cash equmes busmess in 2005 as a result of-increased
pressure from 1nst|tut10nal clients to reduce transactlon
costs. The decline in net commissions inour cash
equities business! was offset by increased Ielecrronic
trading revenue from our APT capabllltles acquired
in the fourth quarter of 2004.-

! 1
Other incomefloss in- 2005 was a loss of $5§2 million
compared with income of $8.2 mrlllon in 2004 This
flucruation is driven by two prlmary factors Flrst in
2004, hlgher gains were recordéd on our prlvate equrty
investments and our results included reverﬁfes associ-
ated with our venture capifal business, the management
of which was transitioned to an mdependent company
effectrve December 31, 2004. Second, in 2005 the
interest rate on our outstandmg subordmated debt
incréased by approxnmately 200 bps, 1ncreasmg the
amount of i mteres{t expense recorded in 2005. ‘

N
D:scontmued operations mclude the operating results
of our PCS businéss, the gain on sale of the PCS branch
network, and restructuring and transaction-costs. The
sale of the PCSibranch network to UBS: closed on
August 11, 2006.

Our PCS retail brokerage business provrded fmancnal
advice and a-wide range of financial products and
services to individual investors through a network of
approx1mate]y 90 branch offlces Revenues’ were gen-
erated primarily through the recelpt of commissions
earned on equity and fixed income transacnons and for

distribution of mutual funds and annuities, fees earned .

on- fee-based client accounts and net interest from

customers’ margin loan balances. . ; o

.

In 2006, income from dlscontlnued operatlolns, net of
tax, was $172.4 mllllon See Note 4 to our consolldated

financial statements for further dlscussmn of our dis-,

1.

contmucd operanons
|

ln connection with the sale of our PCS branch network,
we implemented 2 plan to slgnlﬁcantly restructure our
suppoft 1nfrastrucrure We recorded $60.7 mllllon in
pre-tax restructuring costs in 2006. We expect to incur
additional restruétnring costs in, the first and second
quarters of 2007 related to transmomng off of our
retail-based back office system ‘as we convert to a
capital markets back office system. In addllﬂOl'l, we
may incur discontinued operations expense or income
related to changes in litigation reserve esnmates for
retained PCS litigation matters and for changes in
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estimates related to occpancy and severance restruc-
turing charges.
| .

!

Recent Accounting Pronouncements

Recent accounting pronOuncements are set forth in
Note 3 to our consolidated financial
included in our Annual Report to Shareholders, and
are incorporated herein by reference.

JSstatements

Critical Accounting Policies

Qur accounting and reporting policieslcomply with
generally accepted accon{mting principles {“GAAP}”)
and conform to practices within the securities industry.
The preparation of finan¢ial statements in compliance
with GAAP and industry practices requires us to make
estimates and assumptions that could materially affect
amounts reported in our consolidated financial state-
ments. Critical accounting policies are those policies
that we believe to be the most important to the por-
trayal of our financial condition and results of opcf[s:l-
tions and that require us to make estimates that are
difficult, subjective or complex. Most accounting pol-
ictes are not considered by us to be critical accountill'lg
‘policies. Several factofs are considered in determining
whether or not a policy is crltlcal, including, among
others, whether the estimates are significant to the
consolidated financial statements taken as a whole,
the nature of the estimates, the ability to readily val-
idate the estimates with other information, including
third-party or mdepcndent sources, the sensitiviry of
the estimates to changes in economic conditions and
whether alternative accounting methods may be used
under GAAP.

{ f
For a full description olf our significant accounting
policies, see Note 2 to out consolidated financial stat’e-
ments included in our Annual Report to Sharcholde}'s
We believe that of our significant accounting policies,
the following are our critical accounting policies.

‘VALUATION OF FINANCIAL INSTRUMENTS

Trading securities owned, trading securities owned and
pledged as collateral, and trading securities sold, but
not yet purchased, on our consolidated statements of
financial condition consist of financial instruments
recorded at fair value. Unrealized gains and losses
related to these financial instruments are reflected on
our consolidated statements of operations.

The fair value of a financial instrument is the amount at
which the instrument could be exchanged in a current
transaction between willing parties, other than in a
forced or liquidation sale. When available, we use

'
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observable rrlmrket prices, observable market parame-
ters, or brokFr or dealer prices (b:d and ask prices) to
derive the fair value of the instrument. In the case of
transactecll on recogmzed
exchanges, the obsevable market pnces represent quo-
tations for completed transactions ifrorn the exchange
on which the financial instrument is principally traded.
Bid prices represent the highest price a buyer is willing
to pay for a financial instruinent at a particular time.
Ask prices represent the lowest price a seller is willing
to accept for a financial insti'ument l'a: a particular time.

. . L
financial msrruments

A subsrantlal percentage of the fair valuc of our trading
securities owned, trading securmes owned and pledged
as collatcral .and trading securities sold, but not yet
purchased, are based on abservable market prices,
observable market parameters, or derived from broker
or dealer prices. The avallablllty of observable market
prices and pricing parameters can vary from product to
product. Where available, observable market prices
and pricing or rharket parameters in a product may
be used to derive a price without requiring significant
judgment. In'certain markets, obser'vable market prices
or market parrameters are not avallable for all products,
and fair value is determined using techniques appro-
priate for’ Lach particular product. These techniques
involve some degree of ]udgment. I

For investments in 1|]1qu1d or pnvatc]y held securities
that do not have readily determinable fair values, the
determination of fair value xequlres us to estimate the
value of the securmes using the best information avail-

able. Among the factors cormdered by us in determin-
ing the fair value of financial i mstruments are the cost,

terms and llqutdlty of the mvestmcnt the financial
condition and operating results of the i issuer, the quoted
market price of publicly traded securities with similar
quality and yleid and other factors generally pertinent
to the valuatlon of investments. In instances where a
security is sub]ect to transfer restrictions, the value of
the security is based primarily on the quoted price of a
similar securlty without restriction but may be reduced
by an amount estimated to reflect such restrictions. In
addition, even where the value of a security is derived
from an mdependent source, ccrtam assumptions may
be requlrcd to determine the secunty s fair value. For
instance, we' assume that the size of positions in secu-
rities that we. hold would not be large enough to affect
the quor(_d pnce of the securities if we sell them, and
that any ';uch sale would happen in an orderly manner.
The actual value realized upon disposition could be

different from the currently estimated fair value.
i i

Fair values for derivative contracts represent amounts
estimated tolbe received from or pald to a third party in
sertlement of thesé instruments. Thcsc derivatives are

1
b
0
|
+
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valued‘usingfquoted market prices when available or
pricing models based on the net present value of esti-
mated future cash flows. Management deemed the net
present valué of estimated future cash ﬂows model to
be the best estimare of fair value as most of our deriv-
ative producl‘s are interest rate products. The valuation
models used tt'equire inputs including contractual terms,
market prices, yield curves, credit curves and measures
of volatility. The valuation models are.monitored over
the llfe of the derivative product, If !there are any

changes in the underlying inputs, the model is updated
for those new ir'fputs. -

The following table presents the carrymg value of our
trading securities owned, trading securities owned and
pledged as collateral and trading securities sold, but not
yet purchased for'which fair value is measurcd based on
quoted prices or other independent sources versus those
for which fair vaiue is détermined by management.

i

Trading
N ) ‘ ! Securities Sold,
DECEMBER 31, 2005 - ' : | . Trading Securities , But Not Vet
{Dollars in thousands} . A ] Owned or Pledged Purchased
Fair value of securities excluding derivatives, Sased on . ]
quoted prii:els and independent sources |- $824,049 j $211,098
- Fair value of securmes excluding derivatives, as o ’
determined by management ° ' 117,336 -
Fa:r value of deinvatlves as_determined by management 2541 6,486
! . 1 N
oo SR ; $866,526. - $217.584

Fmancml msrlrumenrs carried at contfact amounts rhar
approximate fair value have short-term maturltles {one
year or less), are repriced frequently or bear market
interest rates and, accordingly, are carried at amounts
approxrmatmg fair value. Financial i mstruments carried
at contract amount on our consolidated' statements of
financial condmon include réceivables from and pay-
ables to brok ers, déalers and clearing orgamzanons,
,securmes purchased undcr agreements to resell, secu-
rities sold umler agreements to repurchasc, receivables
from and payables to customers, short term financing
and subordmared debr. ) _—

In Septcmber 2006, the Financial Acclounnng Stan-
dards Board ( FASB™) issued Statement of Financial
Accounting Standard No. 157, “Fair Value Measure-
rrmnts '{“SFAS 157"). SFAS 157 defines fair value,
establishes’a rramework for measuring fair value and
expands disc‘losures regarding fair value measure-
ments. SFAS 157 does not require any new fair value
measurements, but its application may, for some enti-
ties, change current practice. SFAS 157 is effective for
fiscal years beommng after November 15, 2007, We are
currently eva]uarmg the impact of SFAS 157 on our
results of operations and financial condition.
GOODWILL All\lD INTANGIBLE ASSETS

: .
We record all Lsscts and 11ab1|1t|es acqurrcd in purchase
acquisitions, chludmg goodwill, at fair value as
required by Sltatement of Financial Accounting Stan-
dards No, 141,:“Business Combinations;.”
ing the fair value of assets and liabilities acquired

requires certain management estimates. [n conjunction

Determin-

with the sale of our PCS branch: network to UBS, we
wrote-off $85.6 mrlllon of goodwill durlnglthe third
quarter of 2006. At December 31, 2006, we had good-
will of $231.6 million, principally as a result of the
1998 acquisition: of our predecessor, Piper Jaffray
Companies‘Inc., and its subsidiaries by U.S. Bancorp.

Under Statement of Financial Accounting Standards
No. 142, “Goodwill and Other Intangible Assets,”
we are required to perform impairment tests of our
goodwill and intangible assets annually and more fre-
quently in certairr circumstances. We have elected to
test for goodwill impairment in the fourth quarter of
each calendar year. The goodwill impairment test is a
two-step process, which requires management to make
judgments in determining what assumptions to use in
the calculation. The first step of the process consists of
estimating the fair value of our operating segment
based on a discounted cash flow model using revenue
and profit forecasts and comparing those estimared fair
values with carrying values, which includes the allo-
cated goodwill. If the estimated fair value is less than
the carrying values, a second step is performed to
compute the amouint of the impairment by determining
an “implied fair value” of goodwill. The determination
of a reporting unit’s “implied fair value™ of goodwill
requrrcs us to alloeate the estimated fair value of the
reporting unit to rhe assets and liabilities of thie report-
ing unit. Any unallocated fair value represents -the

“implied fair value” of goodwill, which is compared
to its corresponding carrying value. We completed our
last goodwill impairment test as of October 31, 2006,
and no impairment was identified. .-

Piper Jaffray Annual Report 2006 9
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As noted above, the initial recognmon of goodwill and
other intangible assets and the subsequent i |mpa|rrnent
analysis requires management to make subjective ;udg-
ments concerning estimates of how the acquired assets
or businesses will perforn{ in the future uéing valuation
methods including discounted cash flow analy515
Events and factors that may 51gmf1cantly affect the
estimates include, among others, competitive forets
and changes in revenue growth trends, cost structures,
technology, discount rates and market conditions.
Additionally, estimated cash flows may extend beyor%d
ten years and, by their nature, are difficult to determine
over an extended time period. To assess the reasoh-
ableness of cash flow estimates and validate assump-
tions used in our estimates, we review historical
performance of the underlying assets or similar assets.

In assessing the fair value of our operating segment, the
volatile nature of the securities markets and our indus-
try requires us to consider the business and market
cycle and assess the stage of the cycle in estimating the
timing and extent of future cash flows. In addition to
estimating the fair value of an opérating segment based
on discounted cash flows, we consider other informa-
tion to validate the reasonablenéss of our valuatiorlls,
including public marker comparables and multiples of
recent mergers and acquisitions of similar businesses.
Valuation multiples may be based on revenues, pri-
ce-to-earnings and tangible capital ratios of compari'a-
bile public companies and business segments. These
multiples may be adjusted to consider competitive dlf
ferences including size, operating leverage and other
factors. If during any future period it is determined tHat
an impairment exists, the results of operations in that
period could be materially adversely affected

'

STOCK-BASED COMPENSATION

As part of our compensation'to employees and direc-
tors, we use stock-based compensation, consisting |of
stock options and restricted stock. Prior to January 1,
2006, we elected to account for stock-based employee
compensation on a prospccnvc basis under the falr
value method, as prescribed by Statement of Fmancllal
Accounting Standards No. 123, “Accounting and Dis-
closure of Stock-Based Compensation,” and |as
amended by Statement of Financial Accounting Stan-
dards No. 148, “Accounting for Stock-Based Compei_n-'
sation - Transition and ,Disclosure.” The fair value
method required stock. based compensation to ‘be
expensed in the consolidated statement of operations
at their fair value.

Effective January 1, 2006; we adopted the provisions of
Statement of Fmanc1al Accounrmg Standards No. 123(R)
“Share-Based Payment,” (“SFAS 123({R)"), using the
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modified prospectlve transition meth d. SFAS 123(R)re-
quires all stoclk -based compensation to be expensed in the
consolidated statement of operations at fair value, net of
estimated forfeitures. Bécause we have expensed all equity
awards based on the fair value method net of estimated
forfertures, SFAS 123(R) did not have a material effect on
our meaSurenFent or recognition methods for stock-based

i

compensanon. 1 '

Compensation paid to employees i£1 the form of stock
options or rcstncted stock 1s generally amortized on a
straight-line ba51s over the required service period of
the award, \which is typically three years, and is
included in our results of operations as compensation
expense; net|of estimated forfeituré:s. The majority of
our restricted stock grants provide for continued vest-
ing after termination, providing the employee does not
violate certain post-termination restrictions, as set
forth in the award agreements. . We consider the
réquired service period to be the greater of the vesting
period or the post-termination reétricted period. We
believe that ¢ our non-competition restrictions meet the
SFAS 123(R) definition ‘of a substantive service

requirement! h

Stock-based| compensation gmn’ted to our non-
employee directors is in the form of stock options.
Stock-based jcompensation paid to directors is imme-
diately vested (e, there is nmcontmumg service
requirement) and is included in our results of opera-
tions as outside services expense as 'of the date of grant.

In determining the estimated fair value of srtock
options, we use the Black-Scholes option-pricing
model. This model requires management to exercise
judgment with respect to certain assumptions, includ-
ing the expelcted dividend yicld, the expected volatility,
and the expected life of the options. The expected
dividend yield assumption is based on the assumed
dividend palyout over the e*{pected life of the option.
The expected volatility assumpnon is based on industry
comparisons, as we have limited information on which
to base ourvolatility estimates because we have only
been a public company since the; ‘beginning of 2004.
The expected life of options assumptlon is based on the
average of the following two factors: industry compar-
isons and thc guidance provided by the SEC in Staff
Accounting |Bulletin No. 107 (“S{\B 1077). SAB 107
allowed the use of an “acceptable” methodology under
which we ca[n take the midpoint of,the vesting date and
the full contractual term, We believe our approach for
calculating Ian expected life to tbe an appropriate
method in light of the lack of any historical data
regarding; elmployee exercise behavior or employee
Additional information

post-termination behavior. i
regarding assumptions used in the Black-Scholes
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pricing, modlel can be found in Note 20 to our (.onsol-
idated financial statements. o ‘

0

1

4 .
CONTINGENCIES - '

We aré invelved in various pending and potential legal
proceedmgs lrclated to our business, including litiga-
tion, arbitration and regulatory procecdmgs Some of
these matterls involve claims for substantial amounts,
including cldims for punitive and other special dam-
ages. The number of these legal proceedings has
increased in |recent years, We have, after consultation
with 0uts1de legal counsel and consideration of facts
currenrly known’ by management, recorded estimated
losses “in. aclcordance with Statement of Financial
Accountmg Standards No. 3, “Accounting for Contin-
gencies,” to the extent that claims are probable of loss
and the amount of the loss can be reasonably estimated.
The detcrmnlanon of these reserve amounts requires
significant ]udgmcnt on the part of management In
making these determinations, we consider many fac-
tors, mcludmg, but not limited to, the loss and damages
sought by the' plaintiff or claimant, the bhsis and valid-
ity of the claim, the likelihood of a successful defense
against the cl-.llim, and the potential for, and magnitude
of, damages |or settlements from such pending and
potential lmgatlon and arbitration proceedmgs, and
fmes and penaltlcs or orders from regulatory agencies.

Under the terms of our separation and dlStﬂbuthﬂ agree-
ment w1th Us. Bancorp and ancillary agreements entered
into in conne-‘:tlon with the spin-off, we ‘generally are
respons:ble for all liabilities relatmg toiour business,
mcludmg those liabilities relating to our busmcss while
1r was Operated as a segment of U.S. Bancorp under the
supervmon of its management and board of directors and
while: our employees were employees of \U.S. Bancorp
servicing our business. Similarly, U.S. Bancorp generaily is
responsible for all liabilities relating to t|he businesses
U.S. Bancorp retained. However, in addmon to our estab-
lished rescrves,l U.S. Bancorp agreed to mdemmfy usinan
amount up to $17.5 million for losses thel.t result from
certam maner., primarily third-party clairns relating to
research analyst independence. U.S. Bancorlo has the right
to terminate this mdemmf cation obltganon in the event
ofa changein control of otir company. As of December 31,
2006, approxullarely $13.2 million of the indemnification
remained available. ;

As part of ourlasset purchase agreement wuh UBS for
the sale of our PCS branch network, UBS agreed to
assume certam liabilities of che PCS busmess, including
certain liabilities and obligations arising from litiga-
tion, arbitratiolln, customer complaints and other claims
related to the PCS business. In certain cases we have

agreed to mdemmfy UBS for litigation marters after

UBS has incurred costs of $6.0 million related to these

matters: In addition, we have retained liabilities arising

from regulatory matters and certain litigation relating
to the PCS business prior to the sale.

Subject to the foregoing, we believe, based on our
current knowledge, after appropriate consultation with
outside legal counsel and after taking into account our
established reserves, the U.S. Bancorp mdemmry agree-
ment and the assumption by UBS of cerrain liabilities of
the PCS busmess, that pending litigation, a'rblrr'mon
and regulatory proceedmgs will be resolved with no
material adverse effect on our financial condition.
However, if, during any period, a potential adverse
contingency should become probable or resolved for
an amount in excess of the established reserves and
indemnification, the results of operations in that period

1

could be materially adversely affected.

Liquidity and Capital Resources

Liquidity is of critical importance'to us given the nature
of our business. Insufficient liquidity resulting from
adverse circumstances contributes to, and n'lay be the
cause of, financial institution failure. Accordingly, we
regularly monitor‘our liquidity position, including our
cash and net capital positions, and we have imple-
mented a llqmduy strategy designed to enable our

" business to continue to operate even under adverse

circumstances, although there can be no assurance that
our strategy will be successful under all circumstances.

We have a liquid balance sheet. Most of our assets
consist of cash and assets readily convertible into cash.
Securities inventories are stated at fair value and are
generally readily marketable. Recewables and'payables
with customers and brokers and dealers usually settle
within a few days As part of our liguidity strategy, we
emphasize dwers:ﬂcatlon of funding sources. We utilize
a mix of funding sources and, to the extent possible,
maximize our lower-cost financing alternatives. Our
assets are financed by our cash flows from operations,
equity capital, bank lines of credit and proceeds from
securities sold under agreements ro repurchase. The
fluctuations in cash flows from financing activities are
directly, related to;daily operating activities from our
various businesses. i

A significant component of our employees’ compensa-

tion is paid in an annuval bonus. The timing of these

. bonus payments, v\;jhich generally are paid in February,

has a significant impact on our cash position and
liquidity when paid.

We currently do not pay cash dividends on our common
stock.
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On August 11, 2006, we closed the sale of/our PCIS
branch network and certain related assets to UBS. We
received proceeds of approximately $500 million for
our branch network and $250 million for certain other
assets, consisting primarily of customer margin loansI
During the third quarter of 2006, we dtilized thesle
proceeds to repay all of our $180 million in subordi-
nated debt outstanding, repurchase approximately
1.6 million shares of common stock through an accel-
erated share repurchase program for an aggregate priée
of $100 million, repay stock loan liabilities and reduce
securities sold under agreements to repurchase. Dunng
the fourth quarter of 2006, we, paid apprommatcly

-$160 million in income tax Iiab'ilities related to the

gain on the sale of our PCS branch nerwork.

In connection with the salé of our PCS branch network,
our board of directors authorized the repurchase of
$180 million in common shares through December 31

- 2007. Following the completion of our acceleratcd

share repurchase, we have $80 million of share repur—
chase authorization remaining,

.

CASH FLOWS

Cash and cash equivalents decreascd $21 0 million to

* $39.9 million at December 31, 2006, Operating actlv-

ities used cash of $72.4 million, as cash paid our for
operating assets and liabilities exceeded cash recewed
from earnings. Cash of $707.4 million was provided by
investing acrivities due to the sale of the PCS branch
network to UBS. Cash of $657.2 million was used|in
financing activities. We used the proceeds from the sale
of PCS-to repay $180 million in subordinated debt and
repurchase approxlmately 1.6 million shares of com-
mon stock through an accelerated share repurchase
program in the amount of $100 million. In addition,
we paid down other short -term borrowings used|to
fmancc our contmumg operatlons

Cash and cash. equwalents decreased 56 5 m:lhon in
2005 to $60.9 million at December 31, 20085. Operat-
ing activities provided cash of $95.2 million, as C:}!Sh
received from earnings and operating assets and Iiabil-
ities exceeded cash utilized to increase net tradmg
securities owned. Cash of $15.3 million was used for
iNvesting activities toward the purchase'of fixed assl:ts
Cash of $86.3 million was used in fmancmg acnvmes

including a $55.5 million reduction of our secured'

financing activities and $42.6 million utilized to repur-
chase common stock in conjunction with a share repur-
chase program of 1.3 million shares of common stock
completed on. October 4, 2005, The cash used in
financing activities was offset by an mcrease in secliri-
ties loaned activities of $11.8 million. -

22 Piper Jaffray Annual Report 2006

.

rate.

Cash and cash equivalents decreased $17.0 million in
2004 to $67. 4 million at December 31, 2004. Operat-
ing activities used cash of $3.2 million, as cash received
from eqrnmgé and operating assets'and liabilities was
exceeded by éash utilized toward fails to deliver, stock
borrowed agd for processing accounts. Cash of
$30.2 mllllon was used for i mvestmg activities toward
the purchase lof fixed assets and the acquisition of Vie
Securities, LLC. Cash of $16.4 million was generated
by finanLing' activities, includiné $133.6 million
received from secured fmancm'g activities and
$41.7 mllilon from securities loaned. The cash gener:
ated throug,h repurchase aprecmcnts and securities
loaned financing was offser by a net reduction of
short-term b(')rl‘()WIHgS of $159.0 million.

S l -
FUNDING SOURCES .

" We have available discretionary short -term fmancmg

on botha scc'ured and unsecured basm Secured financ-
ing is obtamed through the use of repurchase agree-
ments and {secured bank loans. Bank loans and
repurchase agreements are typically collateralized by
the firm’s selcurmes inventory. Short-term funding is
generally obtained at rates based upion the federal funds

To finance customer receivables we utilized an average
of $15 mllh(;n in short-term bank loans and an average
of $133 million in securities lendmg arrangements in
2006. This ozi:ompares to an average of $38 million in
short-term bank loans and $244 million in average
securities lendmg arrangements in 2005. Average net
repurchase agreements {excluding economic hedges) of
$80 million! and $176 million in 2006 and in 2005,
respectively; were primarily used to finance inventory.
The rec!ncri(!)n in average short-term bank loans, secu-
rities lending arrangements and average net repurchase
agreements during 2006 was du:e to the receipt of
approximately $750 million in proceeds from the sale
of our PCS jbranch network. Growth in our securities
inventory is generally financed through repurchase
agreementsjor securities lending. Bank financing sup-
plements these sources as necessary. On December 31,

2006, we |had no outstandmg short-term bank'

fmancmg

As of December 31, 2006, we had uncommitted credit
;3lgre:emeﬂts| with banks totaling '$675 million, com-
prised of $555 million in discretionary secured lines
and $120 mllhon in discretionary, unsecured lines. We
have been able to obtain necessary short-term borrow-
ings in the past and believe we will continue to be able
todosoin the future, We also have established arrange-
ments to bbrain financing usmg as collateral our

‘
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securities ht Id' by our clearing bank or by another CONTRACTUAL OBLIGATIONS
broker dealer at the end of each business day.

|
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The followmg table provides 2 summary of our con-
On August 15, 2006, we utilized proceeds fromthesale tractual obl:ganons as of December 31, 2006:

of our PCS branch network to repay in full our - i

$180 millionin ‘subordinated loan with U.S. Bancorp.

v

! i 2008 w10 . 2002
. ‘| . ! Through | Through and
(Dollars in mifh'oa’rs) . 2007 2009 zon1 | Thereafter | Total
. ! '
Operating leaslesv ‘ 12.7 297 25.7 284 965
Cash award pragram . 1 1.5 - - - 1.5
Venture fund commitments ¢ - - - - 59
Purchase obligations 3.3 4.1 - - 74

fa) The venture furid commitrments have ne specified call dates. The timing of capital calls is based on market conditions ard investment opportunities.

CAPITAL REQUIREMENTS '
P i
As a registered broket dealer and meml:)er firm of the  into non-derivative guarantees, commit to short-term
-NYSE, our broker dealer subsidiary is'subject to ‘the  “bridge loan” financing for our clients and enter into
uniform net (Eiapital rule of the SEC and the net capital  other off-balance sheet arrangements. ‘
rule of the N'YSE. We have elected to use the alternative .
method pen{ntted by the uniform net capital rule, We enter into arrangements with spectal-purpose enti-
which rcqutrles that we maintain minimum net capital ties (“SPEs™), also known as variable interest entities.
of the greatcl of $1.0 million or 2 percent of aggregate  SPEs are corporations, trusts or partnerships that are
debit balances arising from customer transactions, as established for a limited purpose. SPEs, by their nature,
this is defmed in the rule. The NYSE may prohibit a  8enerally are not controlled by their equity. owners, as
member flrm from expanding its business or paying the establishing documents govern all materlal deci-
dwudends if resultmg net capital wouid be less than Sions. Our prlmary involvement with SPEs relates to
5 percent of. aggregate debit ba]ances Advances to Securitization transactions related to our tender option
affiliates, repayment of subordinated |lablllthS divi- bond program in which highly rated fixed rate munic-
dend payments and other equity withdrawals are sub-  ipal bonds are sold to an SPE. We follow Statement of
ject to certain notification and other provisions of the Financial Accounting Standards No. 140, “ Accounting,
uniform net Clapltal rule and the net capital rule of the for Transfers and Servicing of Financial Assets and
NYSE. We expect that these provisions will not impact ~ Extinguishments of Liabilities ~ a Replacement of
our ability to meet current and future obligations. In FASB Statement No. 125,” (“SFAS 1407), to account
addition, we .Iare subject to certain notification require-  for securitizations and: other transfers of financial
ments related to withdrawals of excess nét capital from ~ ASSets. Therefore, we derecognize financial assets trans-
our broker dcaler subsidiary. Piper jaffray Ltd,, our ferred in securitizations provided that such transfer
registered United Kingdom broker dealer subsidiary, is =~ ™¢ets all of the SFAS 140 criteria. See Note 6, “Securi-

L . -
subject to the capital requirements of the UK. Financial ~tizations,” in the notes to our consolidated, financial

Services Authloriry : statements for a complete discussion of our securitiza-

: tion activities.
At December 31, 2006, ner capiral under the SEC's

Uniform Net Capital Rule was $367.1 million or We have investments in various entities, typically part-
395.3 percent of. aggregate debit balances, and nerships or limited liability companies, established for
$365.3 million in excess of the minimum required the purpose of investing in emerging growth companies
net capital. ' ! or other privarte or public equity. We commit capital ot

" ¥ act as the managing partner or member of these entities.
OFf-Balanc!e Sheet Arrangemenié These entities are reviewed under variable interest
: i | entity and voting interest entity standards. If we deter-
We enter into various types of off-balance sheet mine that an entlty should not be consolidated, we
alrrangementsl in the ordinary course ofibusiness. We record these investments on the equity method of
hold retained: interests in non-consolidated entities, accounting. The lower of cost or market method of
incur obligations to commit capital to non-consoli-  accounting is applied to investments where we do not
dated entities,f enter into derivative transactions, enter  have the ability to exercise significant influence .over
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the operations of an entity. For a complete discussion of

our activities related to thesc types of partncrsh:ps, see
Note 7, “Variable Interest Entities,” to our consoll-
dated financial statements included in our Annual
Report to Shareholders on Form 10-K for the ycalr
ended December 31, 200{?.

We enter into derivative contracts in a principal capac-
ity as a dealer to satisfy the financial needs of clients.
We also use derivative products to manage the interest
rate and market value risks associated with our securiéy
positions. For a complete discussion of our activities
related to derivative products, see Note 5, “Denv:!l-
tives,” in the notes to our consolidated financial
statements. ’ .

In the third quarter of 2006, we entered into a strategic
relationship with CIT to provide clients with debr
solutions, including senior - secured and unsecured debt
second lien facilities, subordinated financings and mez-
zanine loans. Qur strategic relationship with CIT offets
us the possibility of making commitments of capital
alongside CIT in connection with offering debt solu-

tions to our clients as opportunities arise.

Our other types of off-balance-sheet arrangements
include contractual commitments and guarantefgs.
For a discussion of our activities related to these off-
balance sheet arrangements, see Note 15, “Contingen-
cies, Commitments and Guarantees,” to our consoli-
dated financial statements included in our Annual
Report to Shareholders on Form 10-K for the ycar
ended December 31, 2006.

Enterprise Risk Management

Risk is an inherent part of our business. In the course of
conducting business operations, we are’exposed to a
variety of risks. Market risk, credit risk, liquidity risk,
operational risk, and legal, regulatory and compliance
risk are the principal risks we face in operating our
business. We seek to identify, assess and monitor each
risk in accordance with defined policies and prO(I:c—
dures. The extent to which we properly identify and
effectively manage each of these risks is critical to our
financial condition and profltablllty ‘

'
With respect to market risk and credit risk, the corner-
stone of our risk management process is daily commu-
nication among traders, trading. departmént
management and senior management concerning our
inventory positions and overall risk profile, Qur rlsk
management functions supplement this communica-
tion process by prowdmg their independent perspec-
tives on our market and credit risk profile on a dax]y
basis through a series of reports: The broader goalslof

]
e
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our risk management functions are to undcrstand the
risk profile c;f each trading area, to consolidate risk
monitoring company-wide, to articulate large trading
or position ri§ks to senior management, and to ensure
accurate mark-to-market pricing, |

1
In addition to supporting daily risk management pro-
cesses on the trading desks, our risk management func-
tions support our Market and Credit Risk Committee.
This commlttee oversees risk management practices,
including defmmg acceptable risk tolerances and
approving risk management policies.

MARKET RISK '

Market risk represents the risk of financial volatility
that may result from the change in value of a financial
« TR . .

instrument due to fluctuations in its market price. Our

" exposure to market risk is directly related to our role as

a financial intermediary for our clients, to our market-
making activities and our proprietary activities. Mar-
ket risk is mhlerent in both cash and derivative fmanc:al
instruments. ;The scope of our market risk management
policies andprocedures includes :;ll market-sensitive

financial instruments, g L

‘ P
Our different types of market risk include:

- i
* Interest Rate Risk — Interest ratt;: risk represents the
potential volatility from changes .in market interest
rates. We are exposed to interest rate risk arising from
changes in éhe level and volatility of interest rates,
changes in the shape of the yield curve, changes in
credit sprcads and the rate of prepayments Interest
rate risk is ll'nanaged through the.use of appropriate
hedging in lIJ S. government securities, agency securi-
ties, mortgage-backed securities, corporate debt secu-
rities, 'intercs:t rate swaps, options, futures and forward
contracts. We utilize interest rate swap contracts to
hedge a portion of our fixed income inventory, to hedge
rc:SIdual cash flows from our tender option bend pro-
gram, and t(l) hedge rate lock agreements and.forward
bond purchase agreements we may enter into with our
public finance customers. These iinterest rate swap
contracts are recorded at fair value with the changes
in fair value recognized in earnings.

¢ Equity Price Risk - Equity prict: risk represents the
potential ]oss in value due to adverse changes in the
level or volatlllty of equity prices, We are exposed to
equity pricelrisk through our tradmg activities in both
listed and over-the-counter equity r'narkets We attempt
to reduce the risk of loss inherent i in our market-making
and in our inventory of equiry securmes by establishing
limits on the notional level of our inventory and by

managing net position levels with!those limits.
1
!
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Value-at-Risk (“VaR”) is the potential loss in value of

ourtrading. posirions due to adverse market movements
over a defmu,d time horizon with a specified confidence
level. -We- plerform a daily historical simulated VaR
analysns on substantially all of our trading positions,
includihg fixed income, equities, convertible bonds and
all associated economic hedges. We use a VaR model
because it prowdes a common mctrlc for assessing
‘market nski across business lines and products. The
modeling ofthe market risk characteristics of our trad-
ing positions involves a number of assumptlons and
appr0x1manons While we believe that these assump-
nons and alpprommanons are reasonabie, different

assumptlons and approximations could produce mate:

rially differént VaR estimates.

. AT DECEMBER 33,

,‘_rM‘aila'ggmpnt'_s Discussion and Analysis of Financial Condition and Results of Operations

We report an empirical VaR based on ner realized
trading revenue!volatility. Empirical VaR prcsents an
inclusive measure of our historical risk exposure, as it
incorporates v1rtual]y all erading activities and rypes of

.risk including market, credit, Ilquldlty and opcratlonal

risk. The exhibit below presents VaR using the past
250 days of net trading revenue. Consistent {wth induos-
Iry practice, when calculating VaR we use a,95 percent
confidence level and a one-day time horlzon for calcu-
lating both empirical and simulated VaR. This means,
that over time, there is a 1 in 20 chance, that daily
trading net revenues will fall below the expected daily
trading net revenues by an amount at least as large as
the reported VaR. ‘ ‘

The fol]owmg tabic quantifies thc emplrlca] VaR for
each component of market nsk for the periods
presented:

+

{Dollars in thausards) 21;06 | ' 200
. b B X
,Interest Rate lsisk $281 3324
L
Equity Price Risk 261 345
Aggregate Undiversified Risk 542 669
Diversiﬁcationi Benefit ’ i '(1;12) (132}
'Aggregéte Divfersiﬁed Value-at-Risk : $430 $537

The -table blelow illustrates the daily hlgh low and
average value at-risk calculated for each component
of market rick during the years ended’ 2006 and 2008,

'respectively. I
+ b
R
FOR THE YEAR ENDED DECEMBER 31, 2006
. ]

{Dolfars in thousands) ! High [, ow | Average

Interést Rate Risk .. ‘ ! ".$355  $262  $308
i }

Eguity Price Risk . 346 254 290

Aggregate Undiversified Risk : 679 521 598

' 541 404 474

Aggregate Diversified Value-at-Risk

oL :
FOR THE YEAR EhiDED DECEMBER 31, 2008
{Doltars in thousands}

High | Low | Average

lnterest Rét‘e“f-%i'sk
Equity Price Rilsk )
Aggregate Undiversified Risk

Aggregate Diwlzrsiﬁed Value-at-Risk

$1,436 - $324  $538

! 145 258 314
1,705 668 853

1,558 536 N9

|
Our ViR decreased in 2006 compared t to 2005, due to
lower fxxed income inventory levels,

We use model-based VaR simulations' for managing
risk on a da!ly basis. Model-based VaR derived from
simulation has inherent limitaticns, 1nc]udmg reliance
on historical|data to predict future market risk and the
parameters c‘stablished in creating the models that limit
quantitative risk information outputs. Therc can be no
assurance that actual losses occurring on any given day

! ' ."

arising from changes in market conditions will not

exceed the VaR amounts shown below or that such
losses will not OCCur more than once ina 20-day tradmg
period. In addition, different VaR methodologies and
distribution assumptions could produce materially
different VaR numbcrs Changes in VaR between
reporting periods are generally due to changes in levels
of risk exposure, volatilities and/or correlan(;ns among
asset classes.

Piper Jaffray Annual Report 2006 2§
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The following table quant:ifies the mode]-based VaR‘
simulated for each component of market risk for the

i P
periods presented: - ] !
¥

AT DECEMBER 3,

{Dollars in thousands) , ' ' ' : 2006 | 2005
i H T T

Interest Rate Risk : ' L $574 0 $309

Equity Price Risk i ! { 177 . 288
' ) -

Aggregate Undiversified Risk , ’ ' ] E 751 597

Diversification Benefit : { . ‘ E (150)  (239)

- | '
Aggregate Diversified Value-at-Risk ' ' $601 §358
1

. . H i
Supplementary measures e}nployea by Piper Jaffray to
monitor and manage market risk exposure include the
following: net market posmon, duratian exposure,
option sensitivities, and 1 mventory turnover. All metrics
are aggregated by asset conccntranon and are used for
monitoring limits and exc?prlon approvals.

- ] - .
We anticipate our aggregate VaR may increase in future
periods as we commit more of our own capital to
proprietary investments. :

»

LIQUIDITY RISK

1

1
.

Market risk can be exacérbated‘in times of trading
illiquidity when market part1c1pants refrain from trans-
acting in normal quantities and/or at normal bid- offer
spreads. Depending on the specific security, the struc-
ture of the financial proc;luct, andf/or overall market
conditions, we may be forced to hold onto a security for
days or weeks longer than we had planned.

We are also exposed to liquidity risk in our day-to- day
funding activities. In addltl()l.’l to the benefit of having a
strong capital structure, we manage this risk by diver-
sifying our funding sourcesg across products and among
individual counterparties 'within those products. For
example, our treasury dcplartment can switch between
securities lending, repurchase agreements, box loans
and bank borrowings on any given day depending on
the prlcmg and avallablhty of funding from any one of
these sources. ‘ ;

In addition to managing our capital and funding, the

treasury department oversees the management of net

interest income risk, portfolio collateral, and the over-

al! use of our capital, fun;ding, arid balance sheet.
. L

CREDIT RISK

Credit risk in our Capital Marketé business arises from
potential non-performance by counterparties, custom-
ers, borrowers or issuers lof securities we hold in our
trading inventory. We are'exposed to credit risk in our
role as a trading counterparty to dicalers and customers,

1

1
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as a holder oflsecurities and as a l'ﬁeli'nber of cxéhanges
and clearing organizations. Qur client activities involve
thc exccutlon, settlement and flnz!mcmg of various
transactions. Cllent activities are transacted on a cash,
delivery versus payment or fnargin' basis. Our credit

. exposure to il}é;titutional client business is mitigated by

the use of industry-standard delivery versus payment
through depositories and clearing banks.
|

Credit exposure associated with Oi.ll' customer margin
accounts are imonitored daily and Eare collateralized.
Our risk management functions, in conjunction with
our market and credit risk commi;tee,' establish and
review approl:vriate credit limits for ‘our customers uti-
liz:ing margin|lending.

‘.
Our risk management functions review risk associated
with institutionai counterparties with whom we hold

_repurchase and resale agreement facilities, stock bor-

row or loan| facilities, c[erixati\«'esj TBAs and other
documented institutional counterparty agreements that
may give rise to credit exposure, Counterparty levels
are established relative to the level of counterparty
ratings and plotennal levels of activity.

We are s'ubjeFt to credit concentration risk if we hold
large individual -securities positio:ns, execute large
transactions with individual ci)untérpartics Or, groups
of related colunterpartles extend large loans to indi-
vidual borrowcrs or make substantlal um:lerwr:tmg
commitments. Concentration risk can occur by indus-
try, geographic area or type of client. Potential credit
concentration: risk is carefully monttored and is man-
aged through| the use of policies and limits.

We are also|exposed to the risk lof loss related to
changes in the credit spreads of idebt instruments.
Credit spread risk arises from potcpnal changes in an
issuer’s credit rating or the market’s perception of the
issuer’s credit worthiness. i

. 1 o
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- |
.OPERJ;\TIONiAL-RISK. T L
iOpera'tiona]I risk refers to the risk 'of direct"or'indirecf
tloss: resultmg from inadequate or failed mternal pro-
cesses, people and systems or from external events, We

.rely oh the Iablllty of our employees, our mternal sys- .
ftems and processes and systems at computer- centers

»operated by third parties to process a large number of

: :transactlons ‘In the event of a breakdm'vn or 1mproper

v

[EREE

operatlon of . our.-systems or processes or ‘improper .
Tuact1on by.-our employees or third-party vendors, we

ncouldlsuffer financial loss, regulatory sanctions and
damage to our reputation, We have buslmess cont1nu1ty
plans in place that we believe will cover critical pro:.

Fcesses}on a (ompany ;wide basis, and redundanc1es are

!
‘ ibu1lt into our systems as we have deemed appropnate

|
iThese control mechamsms attempt to ensure that oper-
‘lanons pol1CJcs arid procedures are bemg followed and

1that our various businesses are operatmg within cstab- -

lrshed‘corporate polrcres and limits. |
|

|LEGALl RECULATORY AND COMPLIANCE RISK,

| Lega] regul 1tory and compliance risk mcludes the risk °
) .of non com[

I:Ilance with appllcable legal and regulatory

'requrrementls and the'risk that a counterparty s perfor-
{mance obhgatlons w1ll be unenforceable We are gen:

'erally sub]ect to extenswc regulatlon in the various

H

i
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Effects of Inﬂatlon ’

* pensation, offlce space leasmg costs and commumca—,

’ o
Operatlons T

-

T . . g L ’
jurisdictions in,which we conduct our bttsmes‘, We:
have establlshed procedures that are desrgned to ensure

comphance with appllcable statutory and regulatOry .

requ1rements, 1ncludmg, but not llmlredL to, those

‘related to regulatory net capltal requrrements, sales

and tradmg practrces, use and safekeepmg of customer-
funds and securities, credit extenston, money launder—

ing, prlvacy and recordkeepmg e

) ‘ [
g 1 EE 1 '

We have cstabllshed internal pol1c1es re]atmg to ethlcs

-and business conduct and compl:ance with applrcablc .

legal and regulatory requlrements, as well as, jtraining

and other procedures designed to ensure‘that these

policies are followed. o B
ty ' e

.

)
i
TR .

.I P e, .
Because our assets are liquid in nature; they are not
stgmﬁcantly affected by inflation. However,'the rate’of

inflation affects our. expenses, such as employee com—

;
tions charges, Wl’llCll may ‘ot be readlly recoverable in
the price of servrces we ‘offer to our clients. To the

|
extent inflation results in rising intefest rates and ks -
'other adverse effects upon the securities markets, it may

adversely affect!our fmarwIal position and résults of
. [ .
. VLS
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CAUTIONARY NOTE REGARDlNG. FORWARD-LOOKING STATEM EN'll'S

This Annual Report contains forward lookmg statements. Statemients|that are not hi;torical or current facts,
including statements about beliefs and e?cpectatlons,l are forward-looking statements. These forward-looking
statements cover, among other things, the future prospects of Piper ]affray Companies. Forward looking state:
ments involve inherent risk§ and uncertainties, andi 1mp{>ortant factors could cause actual results t to differ materially
from those anticipated, including the following: (1) developments in market and economic condmons have in the
past adversely affected, and may in the future adversely affect, our busuless and profitability, (2) developments in
specific sectors of the economy have in the past adversely affected, and may in the future adversely afféct, our
business and profitability, {3) we may not be able to compete successfully with other cnmpames in the financial
services industry who are often larger and better capitalized than we lare (4) we have expenenced 51gn1f1cant
pricing pressure in areas of our business, which may impair our revenues and profitability, {5) the. volume of
anticipated investment banking transactions may differ from actual results, {6) our ability to attract, develop and
retain highly skiiled and productwe employees is crméal to the success of our business, (7} our underwriting and
market-making activities may place our capital at risk, (8) an lﬂdblllty to readily divest or transfer trading
positions may result in financial losses to our business, (9) use of derivative instruments as part of our risk
management techniques may plac:e_1 our capital at risk, while our risk management techniques themselves may not
fully mitigate our market risk exposure, (10} an inability to access capital readily or on terms favorable to us could
impair our ability to fund operations and could 1eopardlze our f1nanc1al condition, (11) lrllcreases in capital
commitments in our propr:etary trading, investing and similar actmtles increase the potential for significant
losses, (12) we may make strategi¢ acquisitions of businesses, engage 1l1 joint ventures or divest or.exit existing
businesses, which could caiise us to incur unforeseen expense and have dlsruptwe effects on our business but may
not yield the benefits we expect, (13} our rechnology systems, including outsourced systems are critical com-
ponents of our operations, and fallure of those systems or other aspects of our operations mfrastrucmre may
-distupt our business, cause fmancral loss and constrain our growth, (14) our business is sub]ect to extensive
regulation that limits our busmess -activities, and a sngmflcant regulatory action against our colnpany may have a
material adverse financial effect ot cause significant reputational harm to our company, (15)iregulatory capital
requirements may limit our ability to expand or maintain present level;; of our business or impair our ability to
meet our financial obligations, {16) our éxposure to]legal liability is gignificant and could lead to substantial
damages, (17) the business operations that we conduct outside of the Umted States subject us to unique risks,
(18) we may suffer losses if our reputation is harmed (19} our stock pnce may fluctuate asia result of several
factors, including but not limited to changes in our revenues and operatmg results, (ZO}l provisions, in our
certificate of incorporation and bylaws and of Delaware law may prevent or delay an acqunsmdn of our company,
which could decrease the market value of our commeon stock, and (21) other factors 1dent1f1ed under “Risk
Factors” in Part [, Item 1A of our Annual Report orln Form 10-K for the year ended December 31, 2006, and
updated in our subsequent reports filed with the SEC. These reports are available at our Web site at www.pi-
perjaffray.com and at the SEC Web site at www.sec. golf Forward-loo kmg statements speak only as of the date they
are made, and we undertake no obllgatlon to update them in light of new information or future events.

i

!
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Piper Jaffray Companies ’ .
| | ‘
MANAGEMENT’S REPORT ON |NTERNAL CONTROL OVER FlNANCIAL-
REPORTING ’ :

Qur management is responsible for establishing and maintaining adequate internal control over our financial
reporting. Qur internal control system is designed to provide reasonable assurance regardmg the reliability of
financial reporting and the preparation of f1nanc1al statemerits for, external purposes in accordance with
U.S. generally accepted accountmg principles. All internal eontrol systems, no matter how well designed, have
inherent limitations. Therefore, even those systems| determined to be effective can provnde only reasonable
assurance with respect to fmancaal staternent preparation and presentation. i

Our management assessed the effecnveness of our internal control ovér financial reparting aIs of December 31,
2006. In making this assessmenr management used the cntena set|forth by the Comm:ittee of Sponsoring
Organizations of the Treadway Commission (COSO) in Internal Control-Integrated Framework. Based on its
assessment and those criteria, management has concluded that we rriamtamed effective internal control over

financial reportmg as of December 31, 2006. .

Our independent reglstered publlc accountmg firm has issued an attestation report on management’s assessment of
our internal conrrol over financial reporting.

i ! , . . : '
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Piper Jaffray Companies

REPORT FF INDEPENDENT}REGISTERED‘ PUBLIC ACCOUNTING FIRM. i C

i
.

The Board Gf Directors and Shareholders . ‘ ' N
P1per jaffray Companies | - i

. ‘
e

We have 'zfudited management’s assessment, included in the accompanying Mana;,ement’s Report ‘OJ'n Intemai
Control Over Financial Reporting, that Piper Jaffray Companies maintained effective internal contml over
financial reportmg as of December 31,2006, based on criteria established in Internal Control—lntcgrated
Framework issued by the Committee of Sponsorlng Organizations of the Treadway Commission (the COSO
crlterla] Piper Jaffray Companies’ management is responsible for maintaining effective internal contro] over
financial reporting and for its assessment of the effectiveness of internal control over fmanaal reportmg Our
responsibility is to express-an opinion on management’s assessment and an opinion on the effecrlveness of the
Company's mternal control over fmancnal repomng based on our audit. | . . . . ‘
\! ' i

We conducred our audxt in accordance wuh the standards of rhe Publlc Company ACLounnng Over51ght Board
(Umted State;) Those standards require that we plan and perform the audit to obtain reasonable assurance about
wherher effe( tive internal control over flnan(:lal reporting was maintained in all material respects. Qur audit
included obtammg an understanding of internal control over financial reportmg, valuatmg management’s
assessment, testing and evaluating the demgn and operating effectiveness of internal control and performmg
such other procedures as we c0n51dered necessary in the circumstances. We believe that our audit prcmdes a
reasonable basis for our opinion. o - . :

; b . ' ' S
A companyslmternal control over financial reportmg is a process desngned to provide reasonablc assurance
regarding the rehab:hty of financial reporting and the preparation of fmancna] statements for external purposes in
accordance with generally accepted accounting principles. A company’s intérnal control over financial reporting

'

includes those policies and procedures that {1) pertain to the maintenance of records that, in reasonable detail,
accurately and fairly reflect the transactions and dispositions of the assets of the company; (2) provide reasonable
assurance thar transactions are recorded as necessary to permit preparation of financial statements in accordance
with genera]ly accepted accounting pr1nc1plcs and that receipts and expendttures of the company are bemg made
only in accordance with authorizations of management and directors of the company; and (3) provide reasonable
assurance regarding prevention or tlme]y detection of unauthorized acqu151t10n use, or dlsposmon of the
company’s assiers that could have a matenal effect on the financial statements.

Because of its I1nherent limitarions, internal control over financial reporting may not preverit or detect- mnsstate-
ments. Also, pro;ecnons of any evaluanoin of effectiveness to future periods are subject to the risk that controls
may become inadequate because of changes in conditions, or that the degree of compliance with the policies or
procedures may deteriorate.

In our opinion| management’s assessment that Piper Jaffray Companies maintained effective internal control over
financial repor‘ting as of December 31, 2006, is fairly stated, in all material réspects, based on the COSO criteria.
Also, in our opinion, Piper Jaffray Compa:nies maintained, in all material respects, effective internal confrol over
financial reponiting as of December 31, 2006, based on the COSO criteria. - '

; ) . o .
We also have .lmdlted in accordance with the standards of the Public Company Accountmg Oversnght Board
{United Srates), the 2006 consolidated fmancml statements of Piper ]affray Companies, and our report dated

February 28, 2007 expressed an unquallfled opinion thereon.

; S

! !

! .

"Minneapolis, l\ilinnesota

February 28, 2l{)07

: : ‘ ‘ ,
I .

4

‘.——

+ Piper jaffray Annual Report 2006 FAl

! : '




. ) \
Piger Jaffray Companies ) . '
'

REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING F|RM

The Board of Directors and Shareholders i
Piper Jaffray Companies - : .

We have audited the accompanying consolidated stat?ments of fmancna[] condition of Piper Jaffray Companies as
of December 31, 2006 and 2003, and the related con§olldated statements of operations, changes in shareholders’
equity, and cash flows for each of the three years in the period ended December 31, 2006. These financial

statements are the responsibility of the Company’s management. Our responsibility is to express an opinion on

these financial statements' based on our audits,

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
{United States). Those standards require thar we planIand perform the audit to obtain reasonable assurance about
whether the financial statements are free of material [misstatement. Anlaudlt includes exammmg, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles uséd and significant estimates made by management as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basns for our opinion.

In our opinion, the financial statements referred to aPove present f'urly, in all material respects, the consolidated
financial position of Piper Jaffray Companies at Dectl:mber 31, 2006 and 2005, and the consolidated results of its
operations and its cash flows for each of the three years in the perlodjended December 31, 2006, in conformity

with U.S. generally accepted accounting principles.
We have also audited, in' accordance with the standards of the Public Company Ac:.ountmg Oversight Board
{United States), the effectiveness of Piper Jaffray Compames internal control over financial reporting as of

December 31, 2006, based on criteria ¢stablished i in Internal Control — Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commlssmrll and our report dated Fcbruary 28,2007,

expressed an unquahfled opinion thereon. .

.

Minneapolis, Minnesota
February 28, 2007 \
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CONSOLIDATED STATEM ENTS‘OF FINANCIAL CONDi'_I'ION

I

}

i

DECEMBER 31 ) & . ‘ l
' i

3

Lo f R
'

Piper Jaffray Companies

{Amounis in thausands, ucspl shara dala) ' 2006 | I ‘2005
Assets' . . l S o ; . ! o

‘Cash and ca"h equwalents S : $ 39903 $ 60869

Cash. and cash equwalents segregated for regulatory purposes . L o 25,000 -

Receivables:| = . | . P
Customers (net of aIIowance of $o at Delcember 11, 2006 and $1,793 at December 31, 2005) 4 51,441 } 54,421
Brokers dealers and clearmg organizations . 312,874 | 299,086

Deposuts wath clearing organizations ] . : ©¢ 30223 7] 64379

Secuntles purchased under agreements to resell : 139,927 ' 222,844

< ' . i . . 1 N

Tradlng secu|r|t|es owned : . 776,684 517310

'Tradmg secuiities owned and pledged-as collateral ) . 89,842 i 236,588

v Total tradlng securities owned . : Ve - v| 866,526 i 753,898
o | . b i ‘

Frxed assets (net of accumulated deprectatton and amortization of . . .
$48 603 and $74:840 respectively) | o 25,289 ' 41,752

Goodwill ’ : - - 231,567 | 317,167

Intanglbie assets (net of accumulated amomzatron of ' . .

- $3.333 andlSI 733 respectuvely) L1467 - 3,067

- Other receivables ‘ ' 39,347 | .24,626

Other assets ' - ) 4| 88,283 ' ,69,200

Assets held forsale . ; v . - i 442012

* Total'assets S N ‘ T 81,851,847 0 $2,354,19)
Liabilities and Slharehotders' Equlty . '

-* Payables: l - ) !
Customers\ . o ) ) | $ 83839 § 71781
Checks ancl drafts L ; v -13,828 : 53,304

- Brokers dealers and clearmg orgamzatlonls v ; 210,955 1 259,597

Securmes sold under agreements to repurchiase ’ ' . ‘91,293 E 245,736

. Tradmg securlltles sold, but not yet purchased . 217,584 332 204

Accrued compensatlon ‘ : , 164346 ' 171,55]

Other Ilabrlrtu.s and accr_ued expenses . , ) . 145,503 - 138,122

Llabllltles held for sale ) ' ! - , 145,019

' Total liatilities o 2 ’ , " 927,408 1,419,364

Subordinated debt ° . C ) _ - ! 180,000

Shareholders' equity: I . : '
Common s..ock $0.01 par value Shares authonzed 100,000,000 at December 31! 2006 and

Decembe;r 31, 2005; Shares issued: 15, 487 31g at December 31, 2006 and December 31, 2005; .

Shares outstandmg 16,984,474 at December 31, 2006 and 18,365, 177 at December 31, zo05 - “19s 195
Additional pa.d in capital i . , ' 1723928 1 704,005
Retained eamings : - 325,684 | 90431
Léss'common stock held in treasury, at cost: 2,502,845 shares at December 3, zooG and ' ' ! .

1,122 '4.21“ December 31, 2005 ! . {126,026) l {35,422)
Cther comprehensive income/ {loss) ! ) ' 658 : (4.382)
" Total shareholders’ equity . o | ' 1924439 | 754827

Total lizbilities and shareholders equity : $1,851,847 52,354,191

j E ! !

See Notes 1o Consolidated Financiol Statements

t
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Piper Jaffray Companies

'

CONSOLIDATED STATEMENTS OF OPERATIONS

I3

YEAR ENDED DECEMBER 31,

Investment banking

(Amounts in thousands, except per share data) ' 2006 | 2005 | 2004

Revenues: i ) ‘ . o o ‘
1 ! $294,808 . $243,347 - $227.667
I

Institutional brokerage 162:,406 | 162,068 179,604
Interest ' : 63969 | 44857 35713
Other income ’ ‘ ; ; 14,054 | 3,530 13,638
Total revenues i . 535237 ! 453,802 456,627
Interest expense ! 32303 | 32494 . 22421
Net revenues . ‘ 502,934 |' 421,308 | 434,206
Non-interest expenses: { ! | aeia 4
Compensation and beneﬁts‘, : , '291‘-,265 | 243,833 . 251,187
Occupancy and equipment’ ' 30,660 | 30808 23,581
Communications ! ' 23189 ! 23987 24,757
. Floor brokerage and clearahce - 13,292 : 14,785 14,017
Marketing and business development 24,701 i 21,537 24,660
Olitside services | _ ' 28,053 . 23,881 . 20378
Cash award program : i 2980 ! . 4,205 4,N17
Restructuring-related expense X ! - l BS95 . ... =
Other operating expenses | , (9009) | 13646 |, 163871
Total non-interest expenges { 405,061 E 385,277 185,168
Income from continuing operations before income tax expense ; 57,873 '} 36031 - 49,038
Income tax expense i 34974 10863 16,727
Net income from cominuing:operatioﬁs 6?.899 i 25,168 ’ 323
Discontinued operations: | ; : I i
Incorne from discontinued operations, net of tax 172,354 | 14,915 18,037
Net income t i $235253 S 40,083 . § 50,348
Earnings per basic common :share ' ‘! . ‘
Income from continuing operations ' $ 349 f $ 134 § 167
Income from discontinued operations 957 | 079 0.93
Earnings per basic common share ' $ 1307 i $ 213 .§ 260
Earnings per diluted common share ‘ ! .
Income from continuing operations ' $ 3 s 1§ 167
Income from discontinued operations t 909 | 0.78 0.93
Earnings per diluted common share . $ 1240 ' § 270 §$ 260
. i ‘
Weighted average number of commot’1 shares outstanding 1
Basic Z : 18,002 18,813 19,333
Diluted ' 18968 | 19,081 19,399

|

See Notes to Consolidoted Financial Statements
i

)

i

'
' § 1
. ! .

'
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Piper Jaffray Companies

| | j
CONSOLIDATED STATEMENTS OF CHANGES IN - :
SHAREH|(|)L'DERS' EQUITY |

|

[ 1 1

Common Additionat , , Other | Total
. . E Shares | Common Paid-In | Retained Treasury | Comprehensive | ‘Sharcholders’
{Amounts in thousards, ‘except share amounts)’ ; Qutstanding Stack Capital Earnings Stack | Income/{Loss) Equity
Balance at Decémber 31, 2003 | 19334261 $193  $669602 § - § -, 8 - 5669795
Net income . - - - 50,348 - = 50,348
Amortization 'of restricted stock ' - - 7,119 - - . - ) 7118
Amortization of stock options [ - - 2,034 - - - 3 2,034
.Mihfmum pefcsi‘bn liability adjustment ' - - - - - 7 {3.868) T (3.868)
. ‘Retirement of common stock - | {1,000) - - - -, - X —
Balance at December 31, 2004 | 19333261  $193  $678,755 § 50348 § -, S(3.868) ' §725.428
Net income i - - - 40083 - -1 40083
Amaortization of restricted stock Il - - 15,914 - - - 15914
Amortization of stock options . - - 3,341 - - - 3,341
Minimum pension liability adjustment ‘ - - - - - 73y . {73)
Foreign currency translation adjustment . - - - - - 4 L (44
Issuanlce of c?mmon stock.' . ) { 154,058 2 6,010 - - C— l 6,012
* *Repurchase 6|F.commorg stock _ l (1,300,000) - - - (42,612) - - ;42612
Reissuance of treasury shares P 177,858 - (15 - 7,150 - ) 7175
Balance at Decémber 31, 2005 18365177 $195  $704,005. § 90431 § (35422)  $(4,382) !$ 754827
" Nét income |~ o _ _ - - ~ 235253 - © - i 235253
Amortization of restricted stock - - sl - - N V2 25
‘Amortization of stock options - - 2,436 - . - . - ! 2,436
Adjustment to.unrecognized pension cost, i
Chetoftax | -t : - - - - - . 2988 ' 2938
F-oreig? currel‘;cj translation adjustment ! - - - - - 2052 : 2,052
Repurchase or" common stock 1 {1,648,527) - - .o = (100,000) -. .1 {100,000
Reissuance of Itreasur}.r shares * . 267,824 - {406) .- 9,396 Y- ‘ 8,990
]

Balance at Decernber 31, 2006 16984474 $195  $723928 $325684 $(126026) S 658 % 924,439

Ser Notes to Comsolidated Financial § 5 b
| 1
|
!
A 1
.
.
B .
' "~ '
P .
i ‘- .
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Piper Jaffray Companies

CONSOLIDATED STATEMENTS OF CA

, !

SH FLOWS

1

2006 |

2008 |

YEAR ENDED DECEMBER 31, - ;!
i

{Amounts in thousands)® ! ; 2004
Operating Activities: s ; , ! o )
Net income ‘ ‘ $ 235,253 40,083 § 50348
Adjustments to reconcile net income to net cash provrded by (used in) operating . ! - :
activities: P : ' * ) E .
Depreciation and amortization \ 12,644 18,135 21,391
Gain on sale of PCS branch network {381,030) - -
Deferred income taxes : o ' 4529 | (479) 6,553
Loss on disposal of fixed assets ‘ ' 12,392 ] 320 233
Stock-based compensation- 20,329 | r 19,255 9,153
Amortization of intangible assets v ' 1,600 1,600 133
Forgivable loan reserve ! . ' - - (2,700}
Decrease (increase) in operatmg ‘assets: . f
Cash and cash equrvalents segregated for regulatory purposes {25,000 | - 66,000
Receivables: : E '
Customers o ! ‘499 (4,285) 3,494
Brokers, dealers and clearing organizations (13,679} 237,624 {297,405)
Deposits with clearing organizations 34,156 6,507 H4.316)
Securities purchased Under agreements to resell 82,917 29,079 55,064
Net trading securities owned _ (227,341) " |(183,634) 27,039
Other receivables . (14,721) (5,462) {1.335)
Other assets ! {25,357) 7,036 11,302
increase (decrease) in operatrng liabilities: ! " : .
Payables: . . :
Customers ’ : 10,093 9,284 {12,620)
Checks and drafts | (39,476) - | (9,966) (1.333)
Brokers, dealers and clearing organlzatrons 189,378 (39,699) . 21,273
Securities sold under agreements to repurchase (10,703). ! M,031) (64)
Accrued compensatlon : 4,786 10 {9,975}
Other liabilities and accrued expenses 7,485 (1,651) 43,478
Assets held forsale & . 75,021 (38,000 34,885
Liabilities held for sale ~ : (26,182) | 20,367 (24,390)
Net cash provided by (use!d in) operating activities (72,407) E 95,197 (3.192)
Investing Activities: . . E
Sale of PCS branch network 715,684 - . -
Purchases of fixed assets, net = (8,314) ' (15,257) (13,590)
Acquisition, net of cash acquired * X - E Co- (16,624)
Net cash provided by (used in} investing activities 707,370 [ {15.257) (30,214)
Financing Activities: ! ’ !
Increase (decrease) in securltues loaned ! (234,676) E 1,774 41,736
{Increase) decrease in séclrities sold under agreements to repurchase ! (143,790} | {55,456) 133,621
Decrease in short-term bank financing - - {159,000)
Repayment of subordinated debt \ {180,000) | - -
Repurchase of common stock : (100,000) - ! (42,612) o
Issuance of common stock from treasury . 1,308 | - -
‘Net cash provided by (u:sed in) financing activities {657,158) E (86,294) 16,357
Currency adjustment: i
Effect of exchange rate changes on cash 1,229 | (164) -
Net decrease in cash and cash equivalents {20,966) (6.518) (17,049)
Cash and cash equivalents at beginning of period l 60,868 67,387 84,436
Cash and cash equivalents at end of period | l $ 39903 § 60869 $ 67,387
Supplemental disclosure of cash flow information — :
Cash paid during the penod for ' I
Interest § 41,475 § 40,174 § 16,647
_ Income taxes ‘ $204896 $ 20131 5 18949
Noncash financing actlvrtres — ! \ '
Issuance of common'stack for retirement plan obligations: E
190,966 shares and 331,434 shares for the twelve months ended Deécember 31, ';
. 2006 and 2005, respectively $ 9013 iS 13187 % - -

See Notes to Col

d Financial St al s
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-Note1 | Background S ‘l

Plper ]affray ICompamcs is the parent company of Piper
Jaffray, & Co (“Piper Jaffray”), a SEClll'ltleS ‘broker
dealer and investment banking firm;| Piper Jaffray
Ltd., a'firm’ provrdmg securities brokerage and invest-
ment bankmg services ‘in Europe headquartered in
London, En;,land Piper Jaffray Fmal‘mlal Products
Inc., an entlty that facilitates customer dcrwatlvc trans-
actions; Piper Jaffray Financial Products II'Inc., an

entity dealmg primarily in variable rate municipal .

products; and other immarterial sub31d1ar1es Piper
|

M)

PRINCIPLES OF CONSOLIDATION ]

The consolu‘iated fmanc1al statements 1nclude the

accounts of Piper ]affray Companies, its. subsrd:anf:s,_

and all other entities in which the Company has a
controllmg financial interest. All matcrla] intercom-
pany accounts and transactions have been eliminated.
The Company determmcs whether it has a controlling
financial interest in an. entity by fu'st .evaluating
whether the Ell’ltlt'y is a voting interest cntlty, a variable
interest entity (“VIE”), "a special- purpose entity
(“SPE”}, or a qualifying spccxal-purpose entity
(“QSPE™) under U.S. gencrally accepted accounting
principles. | . , %
- N o . |
Voting interest entities are entities in which the total
equity investment at risk is sufficient to enable each
entity, to finance itself independently and provides the
equity holderg with the obligation to absorb losses, the
right to recel‘ve residual returns and tht:lnght to make
decisions about the entity’s activities. Voting interest
entities'are consolldatcd in accordance {wth Account-
ing Research Bullétin No. 51, “Consohdated Financial
r‘{“ARB 517), as amended. ARB 51 states
that thc usu‘al condition for a controlling financial
interest in an‘ entity is ownership of.a mlalorlty voting
inferest, Accordmgly, the Company consrl)hdates voting
interest “entities.in which it has all, or a ma]orlty of, the

|
voting interest. : |

; \

Statements,

As defined in Financial Accountmg Standards Board
Interpretatlorll No. 46(R)}, “Consolidation.of Variable
Interest Entmes,” (“FIN 46{(R)”), VIEs a‘re entities that
lack one or more of the characteristics of a voting
interest Crltlf)l described above. FIN 46(R) states that
a contro]lmg financial interest in an ent1ty is present
when an enterprise has a variable interest, or combi-
nation of varlable interests, that will absorb a majority

l
|
NOTES T|O 'CONSOLIDATED FINANCIAL STATEMENTS |, .~ ...

B s
Notes to Consolidated Financial Staternents
Y ! L

-

Y

+

}affray Compames and its SubSldlarlCS (collcctwe[y, :

the “Company” } operate as ‘one reporting segment
providing investment banking services and institurional
sales, trading and research services. As discussed more
fully in Note 4, the Comipany completed thelsale of its
Private Client Serv1ces branch network. and certain
related assets to UBS Financial Services, Inc.! a subsid-
iary of UBS AG (“UBS”} on August 11, 2006 thereby
exiting the Private Client Services (“PCS”) business.

1

of the entity’s éxpected losses, receive a majority of the

entity’s expected residual returns, or both. The enter-

prise with a controlling financial interest, known as the
primary beneficiary, conso]tdates the VIE. Accordmgly,
the Company consolidates VIEs in which the Company
is deemed to be the primary beneficiary. !

SPEs are trusts, partnerships or corporations estab-
lished for a partlcular limitéd purpose. The Company
follows the accountmg guidance in Statement of Finan-
cial Accounting Standards No. 140 “Accountmg for
Transfers and Servicing of Financial Assets and Extin-
guishment of Liabilities,” (“SFAS 1407), to determme
whether or not such SPEs are requlred to bc consoli-
dated. The. Company establishes SPEs to sccuntlzf:

fixed rate municipal bonds. The majority] of these’

securitizations me'et the SFAS 140 definition of a QSPE.
A QSPE can gcncrally be descrlbed as an et!mty with
significantly llmlted powers that are intended!to limit it
to passively_holding financial assets and dlstnbutmg

" cash flows based upon predetermined crlterla ‘Based

upon the gu1dance in SFAS 140, the Company does not
consolldate such QSPEs The Company accounts for its
involvement with' such. QSPEs under a fnnancnal com-
ponents approach in which the Company recogm/es
only its retained residual interest in'the QSPE The
Company, accounts for such retamed mterests at fair
valwe. - .

Certam SPEs dor not meet the QSPE criteria due to their
permitted actlvmcs not being sufficiently llm1ted or to
control remammg with one of the owners. These SPEs
are typically con51dcred VIEs and are rewewed under
FIN 46(R) to determme the primary beneflclary

When the Compapy does not have a controllmg finan-

cial interest in an-entity but exerts significant influence
' -
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Notes to Consolidated Financial Statements
. . i ]

. ! : .
over the entity’s operating and financial ‘policies (gen-
erally defined as owning a voting or economic interest
of between 20 percent to 50 percent), the Company
accounts for its investinent in accordance with the
equity method of accounting prescribed by Accountmg
Principles Board Opinion | No. 18, “The Equity Method
of Accounting for Investments in Common Stock.”
{“APB 187), If the Compfany does not have a contrdl-
ling financial interest in, or exert significant influence
over, an entity, the Company accounts for.its invest-
ment at fair value. - i

USE OF ESTIMATES !
The preparation-of financial statements and related
disclosures in conformltv,wnh ULS. generally accepted
accounting principles requlres management to make
estimates and assumptlons that affect: the reported
amounts of assets and llablhtles at the date of ‘the
financial statements and the reported amounts of rev-
enues and expenses during the reporting perlod Actual

results could differ from those estlmates
i

CASH AND CASH EQUIVA'LE\NTS P
Cash and cash equivalents consist of cash and highly
liquid investments with maturities of 90 days or less at

the date of purchase |

In accordance with Rule 15¢3-3 of the Ser:urltles
Exchange Act of 1934 Piper Jaffray, as a reglstered
broker dealer carrying customer accounts, is subject to
requirements related to mamtammg cash or qualified
securities in a segregated reserve account for the exclu-

sive benefit of i its customers

‘
y

COLLATERALIZED SECURITIES TI%ANSAC':I'IONS
Securities purchased under agreements’ to resell and
securities sold under agreernents to repurchase are céxr-
ried at the contractual amounts at Wthh the securities
will be subsequently resold or repurchased mcludmg
accrued interest. It is the Company’s policy to ta}(e
possession .or control of securities purchased under
agreements to resell at the time | these agreements are
entered into. The counterpartres to these agreements
typically are primary dealers of U.S. government sedu-
rities and major financial institutions. Collateral!is
valued daily, and addmonal collateral is obtained from
or refunded to counterpartles when appropriate.

Securities borrowed and loaned result from transac-
tions with other broker dealers o:r financial institutidns
and are recorded at the amount of cash collatetal
advanced or received. These amounts are included|in
receivables from and payable to brokers, dealers and
clearing organizations on the consolidated statements
condition.  Securities  borrowed

v 1

of financial
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|

transactions requ1re the Company to deposrt cash or
other collatell'al with the lender, Securities loaned trans-
actions requrre the bOl’I’OWC] to dep051t cash with the
Company. The Company monitors the matket value of
securities borrowed and loaned on a daily basts with
addltlonal collatera] obtained or refunded as necessary.

Interest is accrued on secur\rtles borrowed and loaned
transactions ! and is included .in other receivables and
other llarbrlltlles and accrued expenses on the consoli-
dated statements of financial condltlon and the respec-
tive mterestl income and expense balances. on the
consolidated statements of operatlt')ns.

. ‘ .
. |
CUSTOMER TRANSACTIONS
Customer securities transactions are recorded on-a
settlement dhte basis, ‘while the related revenues and
expenses are recorded on a trade date basis. Customer
receivables and payabies mclude amounts related to
both cash and margin transactions. Secur]tles owned by
customers, including those that collateralize ‘margin or
other smular transactions, are not reﬂected on the
consohdated statements of f1nanc1al condmon

N
REVENUE RECOGNITION |
Investment Bankmg—lnvestment bankmg revenues,
which inclutle underwriting fees, management fees
and advisory fees, are recorded when services for the
transactions are completed under the ‘terms of each
engagement. Expenses associated lw1th such transac-
tions are deferred until the related révenue is recognized

or the engagemenr is otherwise concluded Invéstment
banking revenues are presented net, lof related ¢ expenses.
Expenses related to investment bankmg deals not com-
pleted are re!cogmzed as noin-interest expenses on the
statement Of operanons '
Institutional Brokerage — Institutional brokerage reve-
nues inc¢lude (i) commissions received from customers
for the executlon of brokerage transactions 'in listed
and over — the — counter {OTC) eqmty, fixed income
and convertlble debrt securities, whlch are recorded on a
trade date basns, (i} trading gams and losses and
(iii) fees recelved by the Company 'for equlty research:
I !
ALLOWANCE FOR DOUBTFUL ACCOUNTS :
Managemenlt estimates an allowl'ance for doubtful
accounts to reserve: for probable losses from unsecured
and part]ally secured customer accounts. Management
is contrnually evaluating its receivables, from customers
for CO“BLtlbllltY and possible write-off by exammmg
the facts and circumstances surrounding each customer
where 4 loss-is deemed possible. :




FIXED ASSETS - 1

Fixed assets mclude furniture and equnpr}rﬁent software
arid leasehold i improvements. Depreciation of furniture
and cquipmcl-.nt and software is provided using the
straight-line method over estimated useful lives of three
to ten years.| Leasehold improvements !are amortized
over their estimated useful life or the life_ of the lease,
whichever shorter. Addinionally, :certain costs
incurred in lconnection with internaltuse’ software
projects arél capitalized and amortized over the
expected useful life of the asset, generally three to seven
years. - '

15

LEASES l
The Company leases its corporate headquarters and
other offices nder various non-cancelable leases. The
leases 1'equ1reI payment of real estate taxes, insurance
and commcmI area maintenance, in addmon o rent.
The terms ofihe Company’s lease agreermients generally
range up to 10 years. Some of the Ieases contain
renewal optl(ms, escalation clauses, rent free holidays
and ¢ operatmg' cost adjustments. .

f i
For leases thjlt contain escalations and rent-free ho]:
days, the Company recognizes the related rent experise
on a stralght-lme basis from the date the Company
takes possession of the property to the end of the initial
lease term. Thc Company records zmy difference

between the atrmght line rent amounts'and amounts -

|
payable under the leases in other llabllltles and accrued
expenses o $he consolidated statements of financial
condition. |

Cash'or 1casel incentives feceived uponlentering into
certain leases lare recognized on a straight;line basisas a
reduction of tent expense from the date the Company
takes possesm‘on of the property or receives the cash to
the end of the initial lease term. The Conilpahy records
the .unamortized portion of lease incentives in other
Ilabllmes and accrued expenses on the consolidated
statéments of!ﬁnanual condition. i

4
i

GOODWILL AND INTANGIBLE ASSETS

Goodwill represents the excess of pui‘chase price over
the fair value of net assets acquired using the purchase
method of acclountmg The recoverability of goodwill is
evaluated annually, at a minimum, or on an interim
basis if events or circumstances indicate a possible
inability to realize the carrying amount. The evaluation
includes assessing the estimated fair value of the good-
will based ‘on! tharket prices for similar assets, where
available, and the present value of the estimated future
cash flows associated with the goodwill.

i
I
|
]

|

Notes to Consolidated Financial Statements

Intangible assetst with determinable lives consist of

:software technologies thar are amortizéd on' a

straight-line basis over three years.’
. S

OTHER RECEIVABLES

Other receivables includes management fees receivable,
accrued interest and loans made to revenue-producing
employees, typlcally in connection with_their recruit-
ment. These loans are forgiven based on continued
employment and'are amortized o compensation and
benefits using the'straight-line method over the respec-
tive terms of the loans, which genera]ly range up to
three years :
OTHER ASSETS ) . ‘

Other assets includes investments in partnerships,
investments to fund deferred compensation liabilities,
prepaid ezxpenscs,j and net deferred tax assets. In addi-
tion, other assets includes $5,440 restricted shares of
NYSE Group, Inc. common stock. On Marc}i 7, 2006,
upon the consummation of the merger of the New York
Stock Exchange, Inc. (“NYSE”) and Archipelago
Holdings, Inc., NYSE Group, Inc. became the parent
company of New. York Stock Exchange, LLCi(whlch is
the successor to the NYSE) and Archipelago Holdings,
Inc. In connéction with the merger, the Company
received $0.8 million in cash and 157,202 shares of
NYSE Group, In¢. common stock in exchange for the
two NYSE seats owned by the Company. The Com-
pany sold 101,762 shares of NYSE Group, Inc. com-

,mon stock in a secondary offering during the second

quarter of 2006 and the remainder of the shares are
subject to restrictions on transfer

FAIR VALUE OF FINANCIAL I'NSTRUMENTS
Substannally all of the Company’s financial instru-
ments are’ recordpd on the Company’s consolidated
statements of financial condition at fair value or the
contract amount. The fair value of a—financifa] instru-
ment is the amount at which the instrument could be
exchanged in a current transaction between willing
parties, other than in a forced or liquidationisale.

Trading securities owned and trading securities sold,
but not yet purchased are recorded on a trade date basis
and are stated at market or fair value. The Company’s
valuation policy is to use quoted marker or dealer prices
from independent sources where they are available and
reliable. A substantial percentage of the fair values
recorded for the Company’s trading securities owned
and trading securities sold, but not yer purchased are
based on observable market prices. The fair values of
trading securities for which a quoted market or dealer
price is not available are based on manageménts esti-
mate, using the best information available, of amounts
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Notes to Consolidated Financial S:tatement§

that could be realized under current market conditions.
Among the factors considered by management in deter-
mining the fair-value of these securities are the coslt
terms and liquidity of the investment, the financial
condmon and operating results of the issuer, the quoted
market price of securities with similar qualsty and yleld
that are publicly traded, and other factors gcnerally
pertinent to the valuation: of invéstments.

The fair value of over- thchountcr derivative contracts
aré valued using valuation models. The model prima-
rily-used by the Company is the present value of cash
flow model, as most of thc Company’s derivative prod
ucts are interest rate swaps This model requ1res inputs
including contractual terms market prices, yield
curves, credit curves and measures of volatility.

1

Financial instruments cartied at contract amounts that
approximate fair value either have short-term maturi-
ties {one year or less), are reprlced frequently, or bear
market interest rates and accordingly, are carried at
amounts approximating falr value. Financial mstru-
ments carried at contract amounts on the consohdated
statements of financial condition include recewables
from and payables to brokers, dealers and clearing
organizations, securities purchased under agreements
to resell, securities sold under agreements to repur-
chase, receivables from and payables to customers,
short-term financing and;subordinated debr.
. ~ :

The carrying amount of subor'dinatedf debt closely
approximated fair value |based upon market rates of
_ interest available to the’ Company at December 31,

2005.

INCOME TAXES

Income tax expense is recorded using the asset and
liability method. Deferred tax assets and liabilities are
recognized for the expected future tax consequences
attributable to temporary’ dtffcrences betrween amounts
réported for income tax purposes and financial state-
ment purposes, using cu’rrent tax rates. A valuation
allowance is recognized if it is anticipated that some or
all.of a deferred tax asset will not be realized.

i
' \
1 t

STOCK-BASED COMPENSATION ‘
Effective January 1, 2004, the Company adopted the
fair value method of accountmg for grants of stock-
based compensation, as, ' prescribed by’ Statement of

'

s
. !

Note 3 | Recent Accounting Pronouncements

In Fel;ruary 2006, the Financial Accounting Standards
].j::oard (“FASB™) issued Statement of Financial

ﬁ\ccodnting Standards No. 155, “Accounting for

. : i

. i t
' i
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Financial Accounting Standards No: 123, “Accounting
and Dlsclodurc of Stock-Based. Compensation,”

(“SFAS 1 ’3”:), as amended by Stad:mcnt of Financial
Accounting Standards No. 148,l “Accounting for
Stock-Based Compensation -— Transition and Disclo-

(“.SFAS 1487}.

sure,”

Effectwe January 1, 2006, the Company adopted the
provisions of Statement of Flnam:lal Accounting Stan-
dards  No. | 123(R), “Share- Based Payment,”

(“SFAS 123(R)”), using the mod1f1ed prospective tran-
sition mctholcl SFAS 123(R)requ1res all stock-based

compensation to be expensed in the’ consolidated stare- .

ment of operations at fair value, net of estimated for-
feitures. Becaluse the Company hmdrlcally expensed all
equity awards based on the fair value mcthod net of
estimated forfeltures, SFAS 123(R} did not have a
material'effect on the Company’s measurement or rec-
ognition methods for stock-hased c;ompensation.

|
EARNINGS PER SHARE  * !
Basic earmngs per common share is lcomputed by divid-
ing net income by the weighted average number of
common shares outstanding for the year. Diluted earn-
ings per common share is caleulated by adjusting the
weighted average outstanding shares to assume con-
version of all potendally dilutive festricted stock and
stock options.

|
FORElCN CURRENCY TRANSLATlON
The Company consolidates.a forf:lgn submdtary, which
has designated its local currency as its functional cur-
rency. Assets and liabilities of this foreign subsidiary
are translated at year-end rares of exchangc, and state-
ment of opexlrat:ons accounts are translated at an aver-
age rate for the period. In accordance with Statement of
Financial Accounting Standards No 52, “Foreign Cur-
rency Translation,” (“SFAS 52”), gains or losses result-
ing from translating foreign currency financial
statements are reflected in other comprehensive
income, a separate component of shareholders’ equity.
Gains or losses resulting from foréign currency trans-
actions are included in net income?.

|
RECLASSIFICATIONS I
Certain‘prlor period amounts have been reclassified to
conform to the current year prcseTtatlon

|
|

Certain Hybrid Financial Insrruments,” {(“SFAS 1557),
which amends Statement of Financial Accounting Stan-

dards No! 133, “Accounting for Derivative
. : [




[T R,

Instruments and Hedging Activities,”(*SFAS 1337),
and-SFAS 140 The provisions of SFAS 155. provide a
fair value meqsurement option for certain hybrid finan-
cial mstrumei}ts that contain an embedded derivative
that would atherwise require blfurcatlon SFAS 155
also prowdesl clarification that only. the snmplest sepa-

rations- of interest payments and principal payments .

qualify for the exception afforded to interest-only strips
and principall-only strips from derivative accounting
under paragraph 14 of SFAS 133. The standard also

clarifies that concentration of credit risk'in the form of '

subordinatio%t are not embedded derivati:ves. Lastly, the
new standard amends SFAS 140 to eliminate the pro-
hibition on 4 qualifying special purpoée entity from
holding a det ivative financial i instrument that pertains
to a benef1c1al interest other than another derivative
financial 1n5trument SFAS 155 is effective for the
Company for all financial msrruments acquired or
issued begmnmg January 1, 2007, Management does
not believe the adoption of SFAS 155 will have a
material effetlt on the consolidated fmancnal statements
of the Compan)

In March 2006, the FASB issued Statement of Financial
Accounlting Standards No. 156, “Accounting for Servic-
ing of Fmanc‘lal Assets,” {*SFAS 156”),‘wh1ch amends
SFAS 140 with respect to the accountmg for separately
recognized se1rwcmg assets and servicing !liabilities. This
stafement requires an entity to recognize a servicing asset
or liability each time it undertakes an obligation to service
a financial as:set by entering into a servic:ing CONIract in
certain situations. SFAS 156 also requires servicing assets
and servicing liabilities to be initially measured at fair
value, The statement permits an entity to. subsequently
measure each class of separately recogmzed servicing
assets and SCll'VlCl[‘lg liahilities by either the amortization
method or the fair value method. The amortization
method allows the servicing asset or llablllty to be amor-
tized in proportion to and over the period of estimated net
service income {loss), and assess the scr{'icing assets or

servicing liabilities for im pairment or mcreased obligation

|
based on fair va]ue at each reporting perlod Alternatively, -

an entity may choose the fair value method and measure
the servicing asset or servicing liability at fair value at each
reporting date and report changes in fair value in earnings
in the period the changes occur. SFAS 156‘3150 PerTnits, at
its initial adoptlon, a one-time reclasmﬁcarron of availa-
ble-for-sale securities to tradmg securities as long as the
avadable—for—isale securities are identified in some manner
as economic hedges of servicing assets and servicing lia-
bilities that a servicer elects to subsequently measure at
fair value. SPAS 156 applies 1o all separately recognized
" servicing assets and servicing liabiliries acql.ured ot issued
after the begmnmg of an entity’s fiscal year that begins
after September 15, 2006, although early adoption is

T
. !
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permitted. The Company adopted the provisions of

'SFAS. 156 as of January 1, 2006. The. adoption of

SFAS 156 did not have a material impact to the Compa-
ny’s consolidated financial statements. -

In June 2006, the F.ASB_ issued FASB lntetl'pretation
No. 48, *“Accounting for Uncertainty in Income Tax-
es—an interpretation of FASB Statemént 109”
(“FIN 48”). FIN 48 clarifies the accounting for uncer-

_tainty in income taxes recognized in accordance with.

FASB Statement ‘No. 109, “Accounting for Income
Taxes.” FIN 48 prescribes a two-step process to rec-
ognize and measure a tax position taken or expected to
be taken in a tax return. The first step is recognition,
whereby a determination is made whether it is'more-
likely-than-not that a tax position will be sustained
upon examination based on the techmcal mertts of the
position. The second step is to measure a tax posmon
that meets the recognition threshold to determme the
amount of benefit to recognize. FIN 48 also provides
guidance on derecognition, classification, interest and
penalties, accounting in interim periods, disclosure and
transition. FIN 48 is effective for fiscal years begmnmg
after December 15, 2006. Management is, currently
evaluating the impact of FIN 48, however, management .
currently does not believe the adoption of FIN 48 will
have a material effect on the consolldated financial
statements of the Company.

In September 2006, the Securities and Exchange Com-
mission {“SEC”) issued Staff Accoun_tiqlg - Bulle-
tin No. 108, “Considering the Effects of Prior Year
Misstatements when Quantifying Misstatéments_ in
Current Year Financial Statements” (“SAB 108™).
SAB 108 requires the evaluation of prior year misstate-
ments in quantlfymg misstatements in the current year
finincial statements. SAB 108 'is effectwe for ﬁscal
years ending after November 15, 2006. In the mmal
year of adoptlon, the cumulative effect of applying
SAB 108, if any, will be recorded as an adlustment to
the beginning balance of retained earnings. In subse-
quent years, previously undetected material misstate-
ments require restatement of the financial statements.
The adoption of SAB 108 did not impact the Compa-
ny’s consolidated results of operatlons or financial

condition, ‘ !
1 I '

In September 2006; the FASB issued Statement of
Financial Accounting Standard No. 157, “Falr Value
Measurements” (“SFAS 1577). SFAS 157 defines fair
value, establishes a framewaork for measuring fair value
and expands disclosures regarding fair value measure-
ments. SFAS 157 does not require any nev_v; fair value
measurements, but its application may, for some enti-
ties, change current practice, SFAS 157 is-effective for
fiscal years beginning after November 15, 2007, The
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Company is currently; evaluating the impact |of
SFAS 157 on the Company’s consolidated results {of
operations and financial condltlon

In September 2006, the ' 'FASB lssued SFAS No. 15 g,
“Employers’ Accountmg‘ for Defined Benefit Pension
and Other Postretirement Plans —an amendment of
FASB Statements No. 87 88, 106 .and 132(R)”
{“SFAS 158™). SFAS 158 requlres an employer to rec-
ognize the overfunded or underfunded starus ofja
defined benefit postretireient plan (other than a multi-
.employer plan)asan asse;t or liability in its statement!of
financial position and to recognize changes in the
funded status in the year in which the changes occur
through comprehensive income. In addition, SFAS 158

I
requires disclosure in . the notes to ‘the financial

1 Vi

Note 4| Discontinued Operations

On August 11,2006, the Company and UBS completed
the sale of the Company’s 'PCS branch network under a
previously announced asset purchase agreement The
purchase price under the asset purchase agreement was
approximately $750 m1[]10n which included $500 rml
lion for the branch network and approx1mately

$250 million for the net assets of the branch- network )

consisting principally of customer margm receivables.

In accordance with thelprowstons of ;Statement of
Financial Accounting Standards No. 144, “Accountmg
for the Impairment or Dlsposal of Long-Lived Assets”

(“SFAS 144™), the results of PCS’ operatlons have been
classified as discontinued operations for all per]ods
presented and the related assers and liabilities mcluded
in the sale have been classtfxed as held for sale, The
Company recorded mcome from discontinued opera-
tions net of tax of $172.4 mllhon for the twelve months
ended December 31, 2006 The Company has reclas-
sified $442.9 million in assets apd $145.0 million i m
liabilities as held for sale as of December 31, 2005
relared to the sale of the PCS branch network to UBS.

3

Note 5 | Derivatives

Derivative contracts are financial instruments such as
forwards, futures, swaps dr option contracts that deri)‘fe
their value from underlying assets, reference rates,
indices or a combination of these factors. A derivative
contract generally represents fufure commitments to
purchase or sell financial instruments at specified terns
on a specified date or to exchange currency or interest
payment streams based on the contract or notnonal
amount. Derivative contracts exclude tcertain cash
instruments, such as mortgage-backed securities, inter-
est-only and principal-only obligations:and indexed

! .

b i

i
i

42 Piper affray Annual Report 2006

!
!
|
statements of the estimated portion of net -actuarial
gains of Iossles, prior servicé costs or credits and tran-
sition assets or obllganon‘, in other comprehensivé
income that will be recognized in net periodic benefit
cost over the fiscal year. These reqmrements are effec-
tive for fiscal years ending after December 15 2006.
SFAS 158 also requires employers to measure plan
assets and benefit obligations as| of the tdate of its
year-end staltement of financial position. This require-
ment is effectlve for fiscal vears ending after Decem-
ber 15, 2008.

The Company adopted the measurement prov151ons of
SFAS 158 as of December 31, 2006. The adoption of
SFAS 158 did not have a matenal impact to the Com-

pany’s consolidated financial statements
i

!
|

Upon complenon of the sale of the PCS branch network
on August 11 2006, the assets and{habllltles related to
the PCS hmhch network were transferred to UBS.

In connecno!on with the sale of the Company’s PCS
branch network, the Company mltlated a plan to sig-
mf]cantly restructure the (ompanys support infra-

structure As described more fully in Note 16, the

Company incurred $60.7 million in restructuring costs
related to the restructuring plan for the twelve months
ended December 31,2006. All restllucturmg and trans-
action costs| related to the sale &f the PCS branch
network are|included within discofhtinued operations
in accordance with SFAS 144. The Company expects to
incur addmonal restructuring costs in 2007 related to
trans;t;onmg | off of a retail based back office system as
the Company converts to a capital markets back office
system, In a_(l:ld;tlon, the Company may incur “discon-
tinued operations expense or income related to changes
in litigation :re'serve estimates for retained PCS litiga-
tion matters and for changes in estimates to occupancy
and severanc‘e restructuring charges

;,.

debt instruments that derive their vralues or contractu-
ally requ1redl cash flows from the pnce of some other
security or index. i T

| .
The Company uses interest rate swaps, mterest rate
tocks, and forward contracts to, fac111tate customer
transactions land as a means to'manage risk in certain
inventory posmons The Company also enters into

lnterest rate swap agreements to manage interest rate'

exposure associated with hokling residual interest secu-
rities from its tender option bonld program. As of




December 31; 2006 and 2005, the Company was
counterparty 'totnotional/contract amourits of $3.8 bil-
lion .and $46 billion, respectively, of derivative

1nstruments )

The market or fair values related to derivative contract
transaétions are reported in trading securities owned
and trading securities sold, but not yet purchased on the
chnsolidated | statements of financial condition and any
unrealized gam or loss resulting from changes in fair
values of denlvatwes is recognized in institutional bro-
kerage on the consolidated statements of operations.
The Company does not utilize “hedge accounting” as
described wi:thin SFAS No. 133. Derivatives are
reported on a net-by-counterparty basis when a legal
right of offset exists under a legally enforceable master

; ’ : |

}

In conn'ection with its render option bond program, the
Company securmzes highly rated mumcnpal bonds. At
December 31 2006 and 2005, the Companv had
$279.2 mllhon and $298.5 million, respectively, of
municipal bonds in securitization. Each municipal
bond is sold' into a separate trust that is funded by
the sale of ':.'ariable rate certificates to institutional
customers seeking variable rate tax-free investment
products.
weekly. Securitization transactions meeting certain
SFAS 140 cntena are treated as sales, with the resulting
gain included in institutional brokerage on the consol-
idated statements of operations. If a securitization does
not meet the sale- ofasset requirements of SFAS 140,
the transaction is recorded as a borrowing. The Com-
pany retains’a residual interest in each structure and
accounts for the residual interest as a trladmg security,
which is recorded at fair value on-the consolidated

These . variable rate certificates reprice

statements of financial condition. The fair value of
retained inre'rests was $8.1 million and $7.3 million
at December 31, 2006 and 2005, respectively, with a
we1gh|:cd averagc life of 8.4 yéars and 9. 3 years, respec-
tively. The fhir value of retained interests is estimated
based on thf:. present value of future cash flows using
management’s best estimates of the key assumptions —
expected yield, credit losses of O percent and a 12 per-
cent dxscounr rate. The Company receives a fee to
remarket tht variable rate certlflcates derived from
the securlt_lz.:mons

i
At December 31, 2006, the sensitivity of the current fair
value of retained interests to immediate 10 percent and
20 percent |adverse changes in the 'key economic
assumptlons was not material. The sensitivity analysis

does not 1n|clude the offsetting beneflr of fmanmal
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netting agreement in accordance with FASB lnterpre-
tation No. 39, “Offsetting of Amounts Related to
Certain Contracts.”

Fair values for derivative contracts represent, amounts
estimated to be received from or paid to a counterparty
in settlement of these instruments. These derivatives are
valued using quoted market prices when available or
pricing models based on the ner present value of esti-
mared future cash flows. The valuation models used
require inputs iﬁcluding contractual terms, market
prices, yield curves,.credit curves and measures of vol-
atility. The net fair value of derivative contracts was
approximately $19.7 million and $17.0 million as of
December 31, 2006 and 2005, respectively. -

i

instruments the Company utilizes to hedge risks inher-
ent in its retained interests and is hypotherical, Changes
in fair value based on a 10 percent or 20 percent vari-
ation in an assumption generally cannor be extrapo-
lated because the relationship of the change in the
assumption to the change in the fair value may not
be linear. Also, the effect of a variation in a particular
assumption on the fair value of the retained interests is
calculated independent of changes in any other
assumption; in practice, changes in one factor may
result in changes{ in another, which might magnify or
counteract the sensitivities. In addition, the sensitivity
analysis does not consider any corrective action that the
Company might take to mirigate the impact of any
adverse changes in key assumptions.

Certain. cash flow activity for the municipal bond
securitizations described above during 2006, 2005,
and 2004 includes:

(Amounts in thousands) 2006 | 2005 | 2004
Proceeds from new ' . l
securitizations $7,578  $22,655 §98,822
Remarketing fees received 132 132 98
Cash ftows received on
retained interests 6,019 8,465 6,725

Three securitization transactions were designed such
that they did not meet the asset sale requirements of
SFAS 140; therefore, the Company has consolidated
these trusts. As a result, the Company recorded an asset
for the underlying bonds of $51.2 million and
$45.1 million as of December 31, 2006 and 2005,
respectively, in trading securities owned and a liability
for the certificates sold by the trust for $50.1 million
and $44.9 million, respectively, in other liabilities and
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accrued expenses on the consolidated statement of
financial condition. .
The Company enters into interest rate swap agreements
1o manage inferest rate exposure associated with holld-
ing residual interest securities from irs securitizations,

Note 7 | Variable Interest Entities

In the normal course of business, the Company regu-
larly creates or transacts with entities that may be VIEs,

_These entities are either securitization vehicles or
investment vehicles. ‘

The Company acts as transferor, seller, investor, or
structurer in securitizations. These transactions typi-
cally involve entities that eiu'e qualifying special purpose
entities as defined in SFAS 140. For further discussion
on these types of transactions, see Note 6. '

The Company has investments in and/or acts as the
managing partner or member to approximately 19
partnerships and limited liability companies {“LLCs").
These entities were established , for the purpose of
investing in em’erg_ing; growth companies. At

' I

' '

Note 8 | Receivables from and Payables to Brokers,

Dealers and Clearing Organizations -

Amounts receivable from brokers, dealers and clearing
organizations at December 31 included:

'(Amoums in thousands) ~ 2006 | 2005
Receivable arising from unsettled ) . '
securities transactions, net $ 18,233 $108.45I4
Deposits paid for securities borrowed . 271,028 92,49|5
Receivable from clearing organizations' 6,311 50,2316
Securities failed to deliver - 1,674 34,94<6
Other ) 15,128 12,925
' $312,874  $299,056

Amounts payable to brokers, dealers and clearing orga-

nizations at December 31 included: ;

(Amlaun:s in thousands) , . 2006 ! 2005

Deposits received for securities loaned  $189,214 5234,67:6

Payable to clearing organizatio'ns' 17,140 31 'IF’

Securities failed to receive | 4,50 16,60?

Other L 70 195
$210955  $259,597
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which have been recorded at fatr va}ue and resulted in 4
Hability of approx1mately §5.7 and $4.2 million at
December 31 2006 and 2005, respectlvely

\

\\
\
\

|
F
|
t

December 31, 2006, the Company’s aggregate net
investment in these partnershlps rand LLCs totaled
$12.8 m11hor’1 The Company's remammg commitment
to these partnerships and LLCs was $5.9 million at
December 31, 2006, !

The Company has identified one LLC described above
as a VIE. F‘urthermore, it was determmed that the
Company is lnot the primary beneﬁmary of this VIE.
However, the Company owns a 51gruf1cant variable
interest in the VIE. The VIE had assets approximating
$9.3 mllhon at December 31, 2006. The Company’s
exposure to lpss from this entity is $1.1 million, which
is the value of its capital contribu;iﬂ)n at December 31,
2006, i

;

The Company operates a stock loan conduit business.

The busmess'consnsts of a matched book” where the
Company w1|l borrow a security from an independent
party in the securities business and then loan the exact
same sccurity to a third party who needs the security.

The Company earns interest 1ncome on the securities
borrowed and pays interest expense on the securities
loaned, earm_ng a net spread onj the transactions.

Deposits paid for securities borrowed and deposits
received for securities loaned approximate the market
value of the securiries. Securities failed to deliver and
receive represent the contract valué of securities that
have not been delivered or received. by [he Company on
settlement date.

——— e - e
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Note 9| Recelvables from and Payables to Customers : L o

Amounts receivable from customers'atl December 31

Amounts payable to customers at December 31

included: | included: Lo ' ;
{Amaunts in thousands) 12006 I 2005 (Amounts in thousands) 2006' | 2005
Cash accounts‘ $27407 $25,778  Cash accounts $43,714.  $60,249
t [ 0
Margin accounts 24,034 28,643  Margin accounts - 40,185 13,532
Total receivables $51,441  $54,421 Total payables -

$83,299' '$73.78)

T

Securities owned by customers are held as collateral For
margin loan 1Jece1vab|cs This collateral i lS not reflected
on the consoljdated financial statemcnts Margin loan
receivables earn incerest at floating i mterest rates based
on prime ratells. : |

[}

l
! f

|

e T Lo, )
Note 10| Collateralized Securities Transactions

The Company’s financing and customer securities
activities involve the Company using securities as col-
lateral. In the Lveht that the counterparty Hoes not meet
its comractua] obligation to return securities used as
collateral or c‘ustomers do not deposit additional secu-
rities or cash for margin when required, the Company
may be exposcd to the risk of reacquiring 'the securities
or selling the securities at unfavorable mairket prices in
order to satisfy its obligations to its customers or
counterpames‘ The Company secks to COIl]tI'O] this risk
by momtormg the market value of securities pledged or
used as collateral on a daily basis and reqmrmg adjust-

L
_ments in the event of excess market exposure.

|
|
i

Croodwﬂl and Intanglble Assets

Payables to customers primarily comprise certain cash
balances in customer accounts consisting of customer
funds pending settlement of securities transactlons and
customer funds on deposit. Except for amounts arising
from customer short sales, all amounts payable o
customers are subject to w1thdrawal by customers
ipon their request. i

In the normal course of business, the Compan; obtains
securities purchased under agreements to resell, secu-
rities borrowed and margin agreements on térms that
permit it to repledge or resell the securities 1o others.
The Company obtained sécurities with a fair value of
approximately $434.2 million and $904.3 million at
December 31, 2006 and 2005, respectively, of which
$314.3 million and $454.0 million, respecti\i-e]y, has
been either pledged or otherwise transferred to others
in connection with the Company’s financing activities
or to satisfy its commitments under trading securmes
sold, but not yet purchased :

The followmg table presents the changes in the carrying value of goodwill and mtanglble assets for the year ended

December 31, 2006

|

. Contir;uing Discontinued | Consolidated
{Amounts in thousands) ‘Operations | Operations | -~ ; Company
Goodwill - ' . .
Balance at December 31, 2005 1$231,567 § 85,600 $317,167
. Goodwill acqwred - - .- -
Goodwill d|spose|d in PCS sale ‘ - (85,600) {85,600}
" Impairment losses ) 1 - - . -
Balance at December 31, 2006 ' 231567 § - 231,567
.Intangible assets ' ‘-
Balance at December 31, 2005 : '$ 3,067 $ - $ 3,067
Intangible assets acquired ! : - - ! -
,Amortization of intangible assets (1,600) = ~(1,600)
Impairment losses l - - -
Balance at December 31, 2006 . ; § 1467 5 .. $ 1467

N i
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Note 12 | Trading Securmes Owned and Tradmg Securities Sold,

but Not Yet Purchased

At December 31, trading securltlés owned and tradir!lg
securities sold, but not yet purchased were as follows:

{Amourx in thousands) 2006 | 2005
Owned: )
Corporate securities: ,
Equity securities s 14,163 $ l3.2§0
Convertible securities 59,118 9,2?]
Fixed income securities 235,120 68,0'17
Asset-backed securities 158,108 329,0?7
U.S. government securities} 10,715 26.6|52
-Municipal securities 364,160 286.5131
Other ' 25,142 21 ,1160
! 5866,526‘ 5753.8:98
Sold, but not yet purchased:‘
Corporate securities:
Equity securities $31452 § 8.3[67
Convertible securities 2,543 2,5|72
Fixed income securities‘ . 16,378 31 ,5'88
Asset-backed securities ' ‘ _51_,001 157.'{32
U.S. government securities 108,719 127,833
Municipal securities I 5 “fo3
Other _ ' ; 6486 4619
ot - $217,584 $332.|504

Note 13 | Fixed Assets

The following is a summary of fixed assets as of Decem-
" ber 31, 2006 and 2005:'
1

(Amounts in thousands) 2006 | * 2005
Furniture and equipment ° ' $38,514 3% 48,1285
. . . 1
Leasehold improvements N 18,518 19,189
i
Software 15,601 47,813
i
Projects in process 1,259 1,305
1 1
Total : 73892 116ls92
Less accumulated depreciation and
© amortization : 48,603 74,840
. ]
$25289 3% 41!752
Note 14| Financing

The Company had uncommiteed eredit agreements
with banks totaling $675 million at December‘31
2006 and 2005, comprised of $555 million in dlscre-
tionary secured lines under which no amount Wwas
outstanding at December 31, 2006 and 2005, and
$120 million in discretionary. unsecured lines under
which no amount was' outstanding at December] 31,

\
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At December 31, 2006, and December 31, 2005, trad-
ing Sccurltlcs:()wned in the amount of$89 8 miilion and
$236.6 million, respectively, had been pledged as col-
lateral for tHe Company’s secured borrowings, reput-
chase agreements and securities loaned activities.

Trading sccunttes sold, but not yet purchased represent
obligations of the Company to deliver the specified
security at the contracted price, thereby creating a
liability to purchasc the security in the market at pre-
vailing pnce%. The Company is obligated to acquire the
securities sold short at prevailing market prices, which
may exceed the amount reflected on the consolidated
statements of financial condition. The Company eco-
nomically hedges changes in market value of its trading
securities owned utilizing trading isecurities sold, but
not yet purlchascd, interest rate swaps, futures and
exchange-traded options. '

f

i
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For the years ended December 31, 2006, 2005 and 2004,
depreciation and amortization of fumirure and equip-
ment, snf[ware and leasehold improvements for con-
tinuing operatlons totaled $9.5 million, $11.4 million
and $12.5 lmllhqn, respectively, and are incleded in
occupancy and equipment on the consolidated state-

ments of operations.

4
. ) I :

2006 and 2005. In addition, the, Company has estab-
lished arrangements to obtain fihancing using as col-
lateral thelCompany’s securities held by its clearing
bank and by another broker dcaler at the end of each
business day Repurchase agreements and securities
loaned to cl)rher broker dealers are also used as.sources

of fundmg




On August. I15 2006 the Compnny utilized proceeds
from the sa]eI of its PCS branch network to pay in full its
$180 million subordmatcd loan with U.S. Bancorp

The Companys short-term financing bears interest at
rates baséd on the federal funds rate. At December 31,
2006 and- December 31, 2005, the welghted average

|

Note 15 | Contingencies, Commitments and Guarantees .

In the normal course of businéss, the Company main-
tains contmglency reserves and enters into various com-
mitments and guarantees, the most sngnl_flcant of which
areaas follows: = . <

Lo -' - i
LEGAL’CONTINGENCIES . o
The Company has been named as a defcndant in various
legal proceedmgs arising -primarily from securities bro-
kerage and investment banking activities, including cer-
tain class attions that primarily allege violations of
securities 1aw‘s and seek unspecified damages which could
be substannal Also, the Company is involved from time
to time in mv:l.stlganons and proceedings by governmental

agencies and|self-regulatory organizations.

The Company has established rcserw.:!s for potential
losses that a:te probable and reasonably, estimable that
may. résult from pending and potentlal complaints,
legal actions, investigations and proceedings. In addi-
tion to the Company’s established resc{'ves, U.S. Ban-
corp has agrccd to indemnify the Company in an
amount up to $17.5 million for certam legal and reg-
ulatory matters. Approximately $13.2 ‘million of this
amount rcm.lamcd available as of December 31, 2006.

As part of the. asset purchase agreemenit between UBS
and the Conllpany for the sale of the P:CS branch net-
work, UBS ag{,reed to assume certain liabilities of the PCS
business, lncludlng certain liabilities and obligations
arising from lmganon arbltranon customer complaints
and other claims related to the PCS busmcss In certain
cases. we have agreed to indemnify UBS for litigation
matters after UBS has incurred costs of $6.0 million
related to thése matters. In addition, we have retained
liabilities aril:sing from regulatory matters and certain
litigation rele'lting to the PCS business prior to the sale.
The amount bf loss in excess of the $6.0'million indem-
nification threshold and for other PCS litigation matters
deemed to be probable and reasonab}y estimable are
included iri the Company’s established reservcs Adjust-
ment to litigation reserves for matters pertammg to the
PCS busmess! are included within discontinued opera-
‘tions on the ;onsohdated statements of ¢ operanons

leen uncertalntles regardmg the timing, scope, vol-
ume and outcome of pending and potential ]mganon,

o |
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interest rate on: borrowings was' 5.72 percent and

5.55 percent, respectively. At-December 31, 2006
and December 31, 2005, no formal compensating bal-

ance agreements existed, and the Company was in

compliance w1th all debt covenanrs re]ared to these

facilities.’. . ' .

i

s

arbitration and regulatory proceedings and.other fac-
tors, the amounts of reserves are difficult to'determine
and of necessity 'subject to future revision. Subject to
the foregomg, management of the Company believes,
based on its current knowledge, after consultation with
outside legal counsel and after raking into account its
established reserves, the U.S, Bancorp indemnity agree-
ment and the assumption by UBS of certain liabilities of
the PCS business, that pending legal actions, investiga-
tions and procéedings will be resolved with-no material
adverse effect on the consolidared financial condition
of the Company. However, if during any period a
potential adverse contingency should become probable
or resolved for an amount in excess of the established
reserves, U.S. Bancorp indemnification and/or the

. assumption obligation of UBS, the results of i)perations

in that period could ibe materially adversely, affected.

Litigation- relatc(i:l expenses charged to contmumg oper-
ations included within other Operating expenses were a
positive benefit c'vf $21.4 million, expense of §3.5 mil-
lion, and expcnse of $3.0 million for the years ended
December 31, 2006,'2005 and 2004, respecnvely Lit-
igation-related expcnses in2006 were a posmve benefit
of $21.4 million' due 1o a reduction of a litigation
resérve related to developments in a specific indus-
try-wide lmgatlon matter in which the Company, along
w1th other leading secuntles firms, is a defelndant
0 .

CONTRACTUAL C!OMMITMENTSV

The Company leases office space throughout the
United Srates and in a limited number of foreign coun-
tries where the ,Company’s international -operations
reside. The Companys only material lease'is for its
corporate headquarters located in  Minneapolis,
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Minnesota. Aggregate minimum, lease commitments

Notes to Consoclidated Financial Statements
i
. . |
under operating leases as of Decemiber 31, 2006 are

as follows:

{Amounts in thousands)

2007 . _ ‘ ' $12,733
2008 ’ 14,5?7
2009 . . ' . ]5,0?3
2010 R . 14.299
20m 11,46]0
Thereafter ‘ ) 28,402

' $96,464

Total minimum rentals to be received in the furure
under noncancelable subleases were $13.3 million at
December 31 2006.

Rental expense, including operating costs and real
estate taxes, charged to continuing operations wzgas
$13.7 million, $13.5 mllllon arid $12.6 million for
the years ended December 31, 2006, 2005 and 2004

respectwe]y

VENTURE CAPITAL COMMITM EN'i'S

As of December 31, 2006, the Company had commnt-
ments to invest appro‘nmately $5.9 million in llmlted
partnershlps that make private equity investments. Thc
commitments will be funded, if called, through the er}d
of the respective investment perlods ranging from 2007
to 2011.

OTHER COMMITMENTS .

The Company is a member of numerous exchanges and
clearinghouses. Under the membership agreements
with these entities, memibers generally are required to
guarantee the performance of other members, and ifja
mémber becomes unable to satisfy its obligarions to the
cIearmghouse other members would be required to
meet shortfalls. To mitigate these performance rlsks
the exchanges and_ clearinghouses often require men!"j—
bers to post tollateral. The Company’s maximum
potential liability under,these arrangements cannot
be quantified. However, management believes the llke-
lihood that the' Company would be required to make
payments under these arrangements is remote.

Note 16| Restructuring

The Company has incurred pre-tax restructuring costs
of $60.7 million . for the twelve months ended
December 31, 2006 in connection with the sale Iof
the Company’s PCS branch network to UBS. The
exp‘ense was incurred upon implementation of a spe-
cific restructuring plan to reorganize the Company’s
support infrastructure as a result of the sale.
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Accordingly, no liability is recorded in the consolidated
financial statements for these arrangements.

[
REIMBURSEM ENT GUARANTEE | i
The Company has‘contracted-with major thlrd -party
financial i mstltutlon to act as the hqu1dlty provider for
the Companys tender option bond securitized trusts.
The Company has agreed to retmburse this party for
any losses associated with provndlng liquidity to the
trusts. The m:axirnum exposure to loss at December 31,
2006 and 2005 was $251.4 million and $270.6 miilion,
respectively, representing the outstahding amountof all
trust certlﬁcates at those dates. Thls exposure to loss is
mitigated by 'the undetlying bonds i m the trusts, which
are either AAIA or AA rated. These bonds had a market
value ofapproxlmately $263.8 million and $281.8 mil-
lion at December 31, 2006 and 2003, respectively. The
Company believes the likelihood it,will be required to
fund the reirlnbursement ag'reemen:t obligation under
any provision of the arrangement is remote, and
accordingly, no liability for such guarantee has been
recorded in the accompanying consohdated financial

statements, ,

' ’ !
CONCENTRATION OF CREDIT RISK,
The Companly provides investment, capital-raising and
related services to a diverse grou'p of domestic and
foreign customers, including govc'rnmcnts, corpora-
tions, and institutional and mdmdual investors. The

|
Company’s exposure to credit risk associated with the

non- performance of customers in fulfilling their con-
tractual obllgatlons pursuant to securities transactions
can be directly impacted by volatile securiries markets,
credit rarkets and regulatory changes This exposure is
measured onI an individual customer -basis and on a
group basis for customers that share similar attributes.

To alleviate the potential for risk conccntranons, coun-
terparty credit fimits have been implemented for certain
products and are continually monitored in light- of
changing culstomer and market conditions. As of
December 31 2006 and 2005, the Company did not
have significant concentrations of credit risk with any
One CUStOMET O Counterparty, or ar:iy group ofcuéfom-
€rs Or counterparties. .

1
The componénts of this charge are shown below:

{Amounts in thousands)

Severance andJemponee -related $23,063
Lease terminations and asset write- downs : . 26,484
Contract termlpatlon costs . , . 1177
" Total | . ! $60,724

| i
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The 1 restrucrurmg charges include the cost of severance, Severance and employee -related charges included the
benefits,_ outplacement costs and equity; iaward acceler-  cost of severance, other benefits and outplacement
ated vest1ng|costs associated with the termination of costs associated with the termination of employees.
employees. The severance amounts were determined The severance amounts were determined based on
based on a one-time severance benefit enhancement’to  the Company’s severance pay program in place at the
the Companv’é existing severance pay prlogram in place time of termination. Approximately 100 employees
at the time of termination notification and will be paid- received severance, .
out over a benefit period of up to one year from the time
of termination. Approximately 275 employees have
received a severance package. In addition, the Company
has incurred restructuring charges for contract rermina-
tion costs related to the reduction of off:ce space and the
mOdlf]Cﬁt]()ﬂ'Of technology -contracts, Contract termi-
nation fees are determined based on the provisions of
Statement of Financial Accounting Standards No. 146,
“Accountmg for Costs Associated with Ex:t or Disposal

Activities,” Wthh among other things requlres the rec- | The following table presents a summary of activity with
ogirion of a liability for contract termination under a respect to the res'tructuring-related liabilities included

cease- USC date_concept. The Company also incurred iy other liabilities and accrued expense on the state-
restructurmg charges for the impairment or disposal  ment of f1nanc1al condition.

of long-lwed assets determined in accordance with .

Lease terrninations“and asset write-downs represented
costs associated with redundant office space and equip-
ment disposed of as part of the restructuring plan.
Payments related to terminated lease contracts con-
tinue through the original terms of the leases, which
run for various periods, with the longest lease term
running through 2014.

) ! 2008 | PC
SFAS 144, All restructuring costs related to the sale of ~ (Arounts in thausands) Restructure | Restructure
the PCS branlch network are included wnhm discontin-  Balance at December 31, 2004 s - 5 -
ued operations in accordance with SFAS' 144. Provision charged to operating .
The C ‘ . 4 . ' o 1 expense . 8595 ' —
e omp;my8 1:51curlit]3 a pre- tgg;esgﬁcturlng related Cash outlays C@azy - -
expense o 5 million in 2 € expense was Noncash write-downs - Lopase) _
mcurred to restructure the Company’s! operations: as ; : d
’ ) i
a means to better align its cost infrastructure with its  Balance at December 31, 2005 3,025 - _
revenues, The Company determined| restructuring Pravision charged to operating 3
charges and |related accruals based on a specific for- expense . ' - 1 60724
mulated plan. o Cash outlays - (1,599) ' (28.903)
‘ . X P ite- :
The componznts of this charge dre shown below: Noncash write-downs (s~ a2
{Amoisnts in thousards *‘. Balance at December 31, 2006 $1236 | $2858
Sever'ane.é' and:employee-rdated : $4,886
Lease termlnatlons and asset wnte downs : ' 3,708 ,
Total l - $8,595 a . '

| "

I

Note 17 | Shareholders Equlty o 3
The cemflcate of incorporation of Plper Jaffray Com- stock of Piper Jaffray Companies, the holders of its
panies pr0v1des for the lssuance; of - to common stock are entitled to receive ratably, such div-
100,000,000 shares of common stock with a par. vélue idends, if any, as may be declared from time to time by
of $0.01 pet share and up to 5,000, 000 shares of the Piper Jaffray Companies board of directors out of
undemgnated preferred stock with a apar value of funds legally available for thar purpose. In'the event
$0.01 per gh ire. : ! o that Piper Jaffray Companies is liquidated or dissolved,

s | the holders of its common stock are entitled to share
COMMON STOCK , ) \ ratably in all assets rémaining after payment of habil-
The holders of Plper]affray Compames common stock  ities, subject to any prior distribution rights of Piper
are entltled to one vote per share on all matters to be  Jaffray Companies preferred stock, if any, then out-
voted upon by the shareholders. Sub|ect to preferences  standing. The holders of the common stock have no
that may be

applicable to any outstanding preferred  preemptive or conversion rights or other subscription
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r.ights There are no redemption or sinking fund pro-
visions apphcable to Piper Jaffray Companies common
stock.

Piper Jaffray Companies does not intend to pay cash
dividends on its common stock for the foreseeable futurie
Instead, Piper Jaffray Companies intends to retain all
available funds and any future earnings for use in ‘the
operation and expansion of its business and to repurcha'se
outstanding common stock to the extent authorized byi its
beard of directors. Addltlonally, as set forth in Note 21
there are dividend restrictions on Piper Jaffray.

During the twelve months ended December 31, 2008,
the Company reissued 190,966 common shares out of
treasury in fulfillment of $9.0 million in obligations
under the Piper Jaffray Companies Retirement Plan.
The Company also reissue'd 76,858 common shares out
of treasury as a result of vesting and exercise transa'c-
tions under the Long-Term Incentive Plan In the thlrd
quarter of 2006, the Company entered into an accdl-
erated share repurchase (“ASR”} agreement w1th|a
financial institution pursuant to which the Company
repurchased approximately 1.6 -million shares of its
common stock. Under the agreement, the Comparhy
prepaid $100 million to the financial institution, which
purchased an equivalent number of shares of the Com-
pany’s common stock on an accelerated basis, The
number of shares repurchased by the Company was
determined based upon the weighted average price of
the Company’s common' stock over an agreed upon
period, subject to a specified collar,

Note 18

Basic earnings per common share is computed by divid-
ing net income by the weighted average number of
common shares outstanding for the period. Diluted
earnings per common share is calculated by adiustihg

Earnings Per Share

'

PREFERRED STOCK .
The Piper jaffray Companies board'of directors has the™
authority, WlthOllE action by its shareholders, to desig-
nate and i issue preferred stock in one or more series and
to designate|the rights preferences and privileges of
each series, which may be greater tban the rights asso-
ciated with the common stock. It is not possible to state
the actual effect of the issuance of any shares of pre-
ferred stock|{upon the rights of holders of common
stock until the Piper Jaffray Compa:nics board of direc-
tors determllnes the specific rlghts of the holders of
preferred stqck However, the effects might include,
among other things, the followmg. restricting divi-
dends on its common stock, dilutinfg the voting power
ofits commo:n stock, impairing the liquidation rights of
its common stock and delaying or preventing a change
in control of, Piper Jaffray Compames without further
action by itsishareholders. ‘
, :
RIGHTS AGREEMENT ;
Piper ]affra)% Companies has adol:fned a rights agree-
ment. The islsuance of a share of Pipcr Jaffray Compa-
nies common stock also constltutes the issuance of a

. preferred stock purchase right associated with such

share, These|rights are intended to' have anti-takeover
effects in that the existence of the rights may deter a
potential acquirer from making a takeover proposal or
a tender offer for Piper Jaffray Companies stock.

the weighted average outstanding shares to assume
conversion of all potentially dllutwe restricted stock
and stock opnons The computanon of earnings per
share is as follows:

YEAR ENDED DECEMEER 3, ' i -
(Amounis in thousands, excep? per share data) 2006, I 2005 I 2004
Net income $235,253. 540,083  $50,348
Shares for basic and diluted caleulations: .
Average shares used in basic computation 18,002 18813 19,333
Stock options : ’ . 89| 4 -
Restricted stock . 877' 264 - 66
Average shares used in dilited computation ¢ 18968 19,081 19,399
Earnings per share: ! -
Basic $ 1307} § 213§ 260
Diluted $ 1240 $ 210 $ 260

The Company has excluded 0.6 million and 0.3 milli(l)n
options to purchase shares of common stock from 1ts
calculation of diluted earnings per share for the perlods
ended December 31, 2005 and 2004, respecnvely, as
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:

they represented anti-dilutive stock options. There
were no anti-dilutive effects for, the period ended
December 31 2006. -
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Note 19 | Employee Beneflt Plans

The Company has various employee beneﬁt plans, and

substantlally‘all employees are covered by at least one’

plan. 'The plans include a tax- quallfled retirement plan
with 401 k)land proflt sharmg compdnents, a non-

qualified retllrement plan, a post- retlrement benefit
plan, and health and welfare plans Durmg the years

ended December -31, 2006, 2005 and 2004 the Com-

pany mcurrecll employee benefit expenses  from continu-
ing operatlolns of $9.4 million, $10. 7 ‘million and
$11.9 million, respectively. ,-' B

RETIREMENT| PLAN |

The Piper ]aflfray Companies Retirement_Plan (“Retire-
ment'Plan®) has.two ¢omponents: a deflined contribu-
tion retirement savings plan and a tax- quallﬁed nom-
profit-sharing plan. The defined contri-

bution retlrlement savings plan allows . qualified

contrlbutory

employees, at their option, to make icontributions.

through sa_la:ry deductions under Section 401{k) of

the Internal Revenue Code. Employee' contributions
are 100 percen't matched by the Company to a maxi-
mum of 4 perceit of recogmzed compensatlon up tothe

social securltly taxable wage base. Although the Com-

" pany’s matchmg contrlbutlon vests immediately, a par-

ticipant must| be employed on December 31 to receive
that year's mlatchmg contribution, The matching con-
tribution canr be made in cash or Piper, Jaffray Com-

panies common stock, in the Companys dlscretlon

The tax—quallfled non- contnbutory profit-sharmg com-
ponent, of tl‘lt Retirement Plan covers substannally all

- employees Company profit-sharing contrrbutlons are

d1scret|0nary, subject to some llmltatlons to ensutre they

_qualify as deductions for income tax purposes Employ-

|
ees are fully vested after five years of service. There was

no profit sharlmg contribution made in 2006 The Com-
pany. 1ncurre(Il $1.6 million and $3.9 million of continu-
related to ’proﬁt—sharmg

11’1g operations  expense

contrlbutlonslm 2005 and 2004, respectlvely The profit
sharing® component of the retirement plan was termi-

nated effective ]anuary 1, 2007.

PENSION AND POST- RETIREMENT MEDICAL PLANS

Certain employees participate in the Plperjaffray Com-

|
panies Non- Quallfled Retirement Plan,]an unfunded,

non- qualrfled cash balance pension plan The Com-

pany froze the plan effective January 1, 2004, thereby

|
eliminating future benefrts related to pay increases and

excludmg ne\lv participants from the plah In 2004, the
|
Company recorded a $1.1 million pre- tax curtailment

gain as a result of freezing the plan in accordance with

i

SFAS 158.
In 2006 and 2005, the Company paid out’ ar'noun_ts'

post-retirement health plan participants.

Notes to Consolidated Financial Statements

.1_ '|
Statement of hnanctal Accountmg Standard No. 88
“Employers Accountmg for Settlements and Curtail-

" ments of Defined Benefit Pension Plans and for Ter-

mination Beneﬁts” (“SFAS 88~ } -i

Effective for the . year ended December 31 2006 the
Company adopted the recognition and disclosure provi-
sions of SFAS 158 The adoptlon of SFAS 158 had no
impact on the Company s pensmn benefit llabﬂmes and
an immaterial-i lmpact on the Company s post- renrement
medical benefit liabilities.

SFAS 158 quuul'ed the Company to recogmze the
funded status of i 1ts pension and post- retlrement med-
ical plans in the consolidated statement of financial
conditién as of December 31,2006, witha correspond-
ing ad]nstment to accumulared other comprehenswe
income, net of tax. Any-adjustment to accumulated
other comprehenswe income at adoption represents the
net unrecogmzed actuarial losses and unrecogmzed
prior service costs s which were previously netred against
each plan’s funded status. Actuarial gains. alnd losses
that arise in subsequent periods and are not rec:t)gmzed
as net periodic benefit cost in the same peno‘ds, will be

. . . . © o e
recognized as a component of other comprehensive

income. Those amounts will be subsequently recog-
nized asa component ofnet perlodnc benefit cost on the
same basis as the amounts recognized in accumulated
other cornprehenswe mcome in accordapce with

b RN

under the pension plan that exceeded its sérvice and
interest ' cost. These payouts triggered - settlement
accounting under SFAS 88, which resulted m recogni-
tion of pre-tax settlement losses of $2.1 andi$l 2 mil-
lion in 2006 andIZOOS, respectively. 8 o

: ‘ L T
All employees of the Company who meet defined age and
service requirements are eligible to receive post-rétirement
health care benefits. provided under a post-retirement

benefit plan established by the Company in 2:00_4. The .

estimated cost of these retiree -health care benefits is
accrued during tl'ie employees’ active service. In connec-
tion with the sale of the Company’s PCS branch network,
the Company recogmzed a $1.9 millicn curtallment gain
within discontinued operations related to the reductlon of

1
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The Company uses a September 30 measurement date
. ' . . {

for the pension and post-retitement benefit planls.

Financial information on changes in benefit obligation,

fair value of plan assets and the ftf;ndcd status of the
pension and ;_'Jost—retircment benefit'plans as of Decem-
ber 31, 2006 and 2005, 'is as follows:

Post-retirement

Pensian BeneﬁtsI Medical Benefits

2006 | 2005, |

{Amounts in thousands) 2006 | 2005 -
Change in benefit obligation: | i
Benefit obligation, at October 1 of prior year $27550 $29389 32012 $1,687
Service cost - - 295 306
interest cost : 1,383 1,643, 102 . 99
|
Plan participants' contributions - ’ - 64 -
Net actuarial loss (gain) 172 1,577, {155) (80)
Curtailment gain ! - - 1,750} -
Settlement gain (2,170) = B -
t
Benefits paid (14,774) (5,059) (137} -
Benefit obligation at September 30 i $711,817  $27550, $ 431 §2012
Change in plan assets: ' | f ‘ )
Fair value of plan assets av October 1 of prior year $ - 3 - $ - 3 -
Actual return on plan assets - - - -
Employer contributions X 14,774 5,059 74 -
Plan participants’ contributions i - - - 63 -
Benefits paid ‘ ' (14,774} (5059  (137) -
.Fair value of plan assets at September 30 $ - 3 - & - 5 -
Funded status at September 30 LI 11,817 ${27,5505 $ {431) $(2.012)
Employer fourth quanter contributions. {226} {529) 27 -
Benefits paid in fourth quarter 209 ‘I,'M_Gl 54 -
3 ) §
Amounts recognized in the consolidated statements of ﬁnaqcial condition $(11,234) $(26,333) § (404} $(2,012)
Companents of accurntulated other comprehensive incomej(lloss), net of tax: : )
Net actuarial loss $ 980 § 3941 3 41 $ NJA
Prior service credits - = {58) N/A
. Total at December 31 : f | $ 980 $ 3941 $ (7 5 NjA

The components of the net periodic benefits costs f(ll)r
the years ended December 31, 2006, 2005 and 2004,
are as follows:

Post-retirement

P’:nsion Benefits . Medical Benefits

{Amounts in thousands) 2006 I| 2005 | 2004 | 2006 | 2005 | 2004
Service cost $ -|s - 35 - $‘295 %306 4185
Interest cost 1,383 1.643 1,363 f 102 99 66
Expected return on plan assets - - - - - -
Amortization of prior service credit - - (158) A {58) {64) {48)
Amortization of net loss 376 395 145 2 13 22
Net periodic benefit cost $1,759 | 52,038 $1.350 %3N T $354  $225
SFAS B8 event loss/(gain) | 2,086 1,168 (1.124)  (1,947) - -
Total expense/(benefit) for the year | $3,845 [ $3206 $ 226 S(:I ,606) 3354  $225

Amortization expense of net actuarial losses expect(%d
to be recognized during 2007 is $42,000 and $2,000 for
the pension plan and post-retirement medical plan,
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respectively. 'In addition, the post-iretiremcnt medical
plan expectsto recognize a credit of 20,000 in 2007
. ) . . . -1 .
for the amortization of prior service credits.

|
|
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The assumptions used in the measurement of the Com-
pany’s. beneflt obligations are as follows

Notes to Consolidated Financial Statements
N

i

Post-retirement

, l ' Pension Benefits Benefits
E . i , 2006 | 2005 | 2006 .| 2005
D|scount rate bsed to determine year-end obligation T 6.25% 5.85% 6.25% 5.85%
Dlscount rate used to determine fiscal year expense ' . 5.87% 6.00% 5.87% - . 6.00%
Expected long- term rate of return on pamclpant balances | 6.50% 6.50% N/A N/A
Rate of compensation increase | NjA N/A N[A "NfA
. : ; '
) | ' ! oo 2006 | 2005
Health care cost trend rate assumed for next year . :
(pre medlcarle,fpost medicare} . ' v 8%/10% ¢ 9%/11%
Rate to which the cost trend rate is assumed lto decllne .
-(the ultimate trend rate) (pre- medlcarejpos;-medlcare) . 5.0%/5.0% ‘5.0%/5_.0%
Year that the rate reaches the ultimate trend rl_atej '
(pre-medicarle,n'post-medieare) _ i 201272013 .2012/2013

A one-percentage-point change in the alssumed health
care cost trend rates would not have a material effect on
the Company’s post-retirement benefir obligations or
net periodic post retirement benefit cost. The pension
plan and post-retirement medical plan do not have
assets and dre not funded. Pension and post-retirement

+
1

HEALTH AND WELFARE PLANS o

|
l
|
1
o0
o !
l

.
Company employees who meet certain work schedule -

and service re qutrements are eligible to: pamcxpare in
the Companyl‘s health and welfare plans. The Company
' |

|

The Company maintains .one stock- based compensa-
tion plan, thc Piper Jaffray Companies Amended and
Restated 2003 Annual and Long-Term Incenrwe Plan
(“Long-TermlIncentwe Plan”). The plan permits the
grant of equity awards, including non-qualified stock
options and restricted stock, to the Company’s employ-
ees and d|rect0r5 for up to 4.5 million shares of com-
mon stock. I 2004, 2005 and 2006, the Company
granted sharela of restricted stock and optlons to pur-
chase . Piper laffray Compamcs comrnon stock to
employées and granted options to purchase Piper Jaf-
~ fray Compames common stock to its non-employee
directors. The/Company believes that such awards help
align the mterests of employees and d1rectors with
. those of shareholders and serve as an employee
) 1

Note 2o|

!
Stock-Based Compensatlon and Cash Award Program

|
benefit payments, which reflect expected future service,
are expected to be paid as follows: 1

.- .
Post-Retirement

. Pension

{Amounts in thousands) Benefits t Benefits
2007 $1,007 .‘ $ 38
2008 . - 807 . 36
2009 . ' ‘ 874 s
2010 i 852 - 42
201 | ’ 834 , 50
2012 to 2016 ’ 4,266 450

$8,740 - ' 3654

; -
subsidizes the cost of coverage for employees. The
medical plan contains. cost-sharing features such as

deductibles and coinsurance,

retention tool. The awards granted to employees have
three- -year cliff velstmg periods. The director awards
were fully vested upon grant. The maximum term of the
stock options granted to employeés and directors is ten
years. The plan provides for accelerated vesting of
option and restricted stock awards if there is a change
in control of the Company [as defined in the plan), in
the event of a participant’s death, and at the discretion
of the compensation committee of the Company’s

board of directors. |

Prior to January ]l 2006, the Company accounted for
stock-based compensation under the fair value method
of accounting as prescribed by SFAS 123, as amended
by SFAS 148. As such, the Company recorded stock-
based compensation ‘expense in the consolidated
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" statement of operations ar falr value, net of estimated
forfeitures,

Effective January 1, 2006, the Company adopted the
provisions of SFAS 123{R} using fhe modified prospec-
tive transition method, SFAS 123(R) requires all share-
based payments to employees, including grants Iof
employee stock options, to be recognized in the
statement of operations based on fair value, net of
estimated forfeitures. Because the Comipany histori-
cally expensed all equity awards based on the fair value
method, net of estimated forfeitures, SFAS 123(R) dld
not have a material effect on the'Company’s measure-
recognition methods for stock-based
compensation.

ment  or

r
'

Employee and director stock options granted prior to
January 1, 2006, were expcnsed by the Company on a
straight-line basis over the option vesting period, based
on the estimated fair value of the award on the date of
grant using a Black-Scholes option-pricing mode].
Employee and director stock options ‘granted after
January 1, 2006, are expensed by the Company on a
straight-line basis over the required service period,
based on the estimated fair value of the award on
the date of granr using a Black-Scholes t)pnon—pnm‘ng
model. At the time it adopred SFAS 123{R), the Cotn-
pany changed the expensmg period from the vcsn‘ng
period to the required service period, which shortered
the period over which options are expensed for employ-
ees who are retiree-eligible on the date of grant jor
become retiree-eligible during the vesting period. The

number of employees thar fell within this category|at

January 1, 2006 was not material. In accordance with
SEC guidelines, the Com’pa ny did not alter the expcr'lse
recorded in connection with prior option grants for the
change in the expensing period..

Employee restricted stock grants prior to _lanuaryi 1,
2006, are amortized on a straight-line basis over the
vesting period based on the rharket price of I’lper
Jaffray Companies common stock on the date ofgrant
Restricted stock grants after ]anuarv 1, 2006, are val-
ued at the market pnce of the Company’s commton
stock on the date of grant and amornzed ona stralght—
line basis over the required service period. The ma]onty
of the Company’s restricted stock grants provide for
continued vesting after termmarlon so long as the
employee does not violate certain’ post- terminatjon
restrictions, as set forth in the award agreeme:jlts.
The Company considers the required . service period
to be the greater of the vesting period or the post-
termination restricted period. The Company believes
that the post-termination restrictions meet the
SFAS 123(R) definition of a substantive service
requirement.
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The Company recorded compcnsat!ion expense, net of
estimated forfeltures, within continuing operations of
$20.8 ml]llon $13.8 mllllOl‘l and $6 6 million for the
years ended| December 31, 2006 2005 and 2004,

respectively, [related to ernployee stock option and’

restricted stock grants and $0.3 mllllon in outside ser-
vices expense related to director stock option grants for
each of the vel:ars 2006,2005, and 2004. The tax benefit
related to the rotal compensation cost for stock-based
compensation arrangements toraled $8.1 million,
$5.4 m|II1onl, and $2.6 million for the years ended
December 3i‘, 2006, 2005 and 2004, respectively.

|
In connection with the sale of the Company’s PCS
branch network, the Company undertook a plan to
significantly|restructure the Comp;my’s support infra-
structure. The Company accelerated the equity award
vesting for employees terminated as part of this restruc-
turing. The accclcratlon of equity awards was deemed
to be a modlﬁcatlon of the awards as defined by
SFAS 123(R) For the year ended December 31,
2006, the Company recorded $2.7 million of expense
in discontinued operations related :to the modification
of equity aw:ards to accelerate service vesting, Unvested
equity awards related to employees transferring to UBS
as part of thé PCS sale were canceled. See Notes 4 and
16 for further discussion of the Cc}mpany’s discontin-
ued operations and restructuring :?ctivities. )
The fair value of each stock option is estimated on the
date of gralin using the Black-Scholes” option-pricing
model using assumptions such as the risk-free interest
rate, the dmdend yield, the expected volatility and the
expected hfe of the option. The nsk free interest rate
assumption is based on the U.S. treasury bill rate with a
maturity equal to the expected llfc of the option. The
dividend }1e|d assumption is based on the assumed
dividend payout over the expected life of the option.
The expf.cted volatility assumption is based on industry
comparisons. The Company has only been a publicly
traded company for approximartely 36 months; there-
fore, it does not have sufficient historical data to deter-
mine an appropriate expected volatility. The expecred
life assumption is based on an average of the following
two factorsl 1) industry comparisons; and 2) the guid-
ance pr(mded by the SEC in Staff Accounting Bulle-
tin No. 107' {“SAB 107"}. SAB 107 allows the use of an
_accept:lble methodology under which the Company
can take the midpoint of the vesting date and the full
contractualltcrm The followmg table provides a sum-
mary of thé: valuation assumptions used by the Com-
pany to df:tlermme the estimated value of stock option
grants in Plper Jaffray Compames common stock for
the twelve months ended December 31:
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Weighted average asfsumptions in . 1

. [
sption valuation 2006 | 2005 I 2004

Risk-free interelst rates ! ) O - 464%™ 377%  3.20%
Dividenc! yield ’ . i | © o 0.00%M 0.0(;)% 0.00%
Stock volatility factor i - 39.35%1" 38.03%  40.00%
Expected life of options (in years) t ) 553" 5383 5.79
Weighted average fair value of options granted - . ‘ $22.92M 31658  $21.24
{1) 2006 weighted w’smge essumptions exclude the assumptions utilized in equity award modifications refoted to the sale of the Compary's PCS branch netwark to oid w%pambiﬁ:y with
the prior yzars. ' i ‘ f ' '
- ' ‘[ . L ' ' )
The f@llowing table summarizes the Company’s stock options outstanding for the years ended December 31, 2006,
2005 and 20?4:

1
i ! o _'Weighled Average ..
L l . Weighited Remaining ' Aggregate
| . Options Average Contractual Intrinsic
} to ) ' Qutstanding | Exercise Price Term (Years) Value

December 31, 2003 : ) . - -

Granted | 322,005 $47.49 .
Exercised ‘ ) ' - - . |
Canceled - ‘i : (25,975) 47.30
December 31, 2004 296,030 $47.50 9.1 $ 133,214
Granted ' 426,352 38.78 '
Exercised \ ’ ll v oo Vo=
Canceled i S O (79350) 42.91
December 31, 2005 } 643,032 $42.29 8.7 $ -
Granted = | T 50,560 5316
Exercised - | } - (31,562) 4164 . . .
Canceled L ' _(151,849) 42.82 ' '
December 31, 2|006 : 510,181 543.25 7.8 $11,172,964
Options exercisable at December 31, 2004 ; 21,249, $50.13 9.9 5 (206,753)
Options exercisable at December 31, 2005 |- - 54,041 53;7']8 89 SI 174,012
Options exercisable at December 31, 2006 . 59,623 $44.16 7.9 $ 1,251,487
! '
Additional information regarding PiperiJaffray Com-
panies stock iaptions outstanding as of December 31,
2006 is as fol*!ows: |
F ' Options Qutstanding . Exercisable Options
l | Weighted :
- E ! Average | Weighted Weighted
. ! : Remalnmg Average Average
) - . , ' Contractual Exercise’ Exercise
Range of BerCIseiPrlces -Shares | Term [Years) Price Shares ! Price
$28.01 ! . y 22,852 8.3 $28.00 22,852 | $28.01
$33.40 L. . C 400 8.6 $33.40 4,001 | $33.40
$39.62 | l e : ’ 248,636 81 $3962° 1793 ' s39.62
$47.30 - $51.05 : ﬁ 222,920 73 $47.59 19,205 $49.82
$70.65 i n,772 9.3 $70.65+ 11,772 $70.65

! . 1

As of December 31, 2006, there was $2 0 million of Cash received from option exercises for the year ended

total unrecogmzed compensation cost related to stock- December 31, 2006 was $1.3 million. The tax benefit

options- expe‘l.ted -to be recognized ov_eir a weighted realized “for rhe tax deduction from option exercises

average period of 1.28 years. . . totaled $0.3 million for the year ended December 31,
- 2008. )

H .
. . - . A , 1
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]
|
The following table summarizes the Company’s non- i
vested restricted stock for the yéars ended December 31, |
2006, 2005 and 2004; |
o Weighted 1
Nonvested Average
Restricted Grant Date
_ Stock Fair Value
December 31, 2003 . - 8 -
Granted . : 550,659 - 48.68
Vested i - =
Canceled {18,774) 48.80
December 31, 2004 ! 531,885 548.68
Granted 9'93,919 3177
Vested v ! | (482) 48.75
Canceled {107,878) 4423
December 31, 2005 ] 1,417,444 $41.37
Granted ! 847,669 48.35
Vested . ; (68,940) 45.03
Canceled ' (639,372) 44.28
December 31, 2006 | | 1,556,801 $43.81

As of December 31, 2006, there was $29.3 million z)f
total unrecognized compensation cost related to
restricted stock expected to be recognized over [a
weighted average period of 1.88 years.

The Company has a policy of issuing shares out of
treasury (to the extent available) to satisfy share option
(exercises and restricted stock vesting. The Company
expects to withhold approximately 0.1 million shares
from employee equity awards vesting in 2007, related
to the payment of individual income tax on restricted
stock vesting. For accounting purposes, withholding
shares to cover employees’ tax obligations is deemed to
be a repurchase of shares by the Company.

In connecrltln with the Company’s spin-off from
U.S. Bancorp on December 31, 2003, the Company
¢stablished alcash award program pursuant to which it
granted cash awards to a broad-based group of employ-
ees to aid in rctennon of cmployees and to compensate
employees for the value of U.S. Bar‘lcorp stock options
and restricted stock Jost by employees. The cash awards
are being e)l(pensed over a four-year period ending
December 31, 2007, Participants must be employed
on the date of payment to receive payment under the
award. Expense related to the cash award program is
included as a separate line item on the Company’s
consolidated statements of operations.

Note 21 | Net Capital Requirements anld Other Regulatory Matters |

As a registered broker dealer and member firm of the
NYSE, Piper Jaffray is subject to the uniform net capltal
rule of the SEC and the net capital rule of the NYSE
Piper Jaffray has elected to use the alternative method
permitted by the SEC rule, which requires that it mal'n-
tain minimum net capital of the greater of $1.0 millién
or 2 percent of -aggregate debit balances arising from
customer transactions, as such term is defined in the
SEC rule. Under the NYSE rule, the NYSE may pl’Ohlblt
a member firm from expanding its business or paymg
dividends if resulting net capital would be less than
5 percent of aggregate debit balances. Advances to
affiliates, repayment of subordinated debt, lelder:ld
payments and other equity withdrawals by Piper Jaf-
fray are subject to certain notification and other
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provisions of the SEC and NYSE rules. In addition,
Piper ]affray is subject to certain notlflcatlon require-
ments related to withdrawals of excess net capital.

At December 31, 2006, net capital calculated under the
SEC rule wlas $367.1 million, or 395.3 percent of
aggregate dbit balances; this amount exceeded the
minimum nét capital required under the SEC rule by
$365.3 million. }

Piper Jaffray Ltd., which is a rcgi;tered United King-
dom broker|dealer, is subject to the capital require-
ments of theI Financial Services Authonty {(“FSA”). As
of December 31, 2006, Plper]affray Ltd. was in com-
pliance with! the capital requirements of the FSA.




|
|
|
|
I
E
z
Income Taxes |

Note.zz|

Income tax expense is provided usmg{the asset and
I1ablllty metHod. Deferred tax assets and liabilities are
recogmzed for the expected future tax consequences

, A

1

Notes to Consolidated Financial Staternents

- i
o |
‘ .
‘ .

reported for i income tax purposes and finantcial state-
ment purposes, usmg current tax rates. ;

Y

The components ¢ of income tax expense from continu-'
artrlbutable to temporary differences between amounts
ing operations are as follows: _
YEAR ENDED DECEMBER 31, - ; ! i :
{Argunts in 1housa'm‘ds} ! i . 2006 | 2005 | I 2004
Current: : _
. t
Federal ' ‘ i ’ $25270  $10,904) § 4,577
State | 4,560 324, 1,724
Foreign f 615 1161 *489
! ! 30,445 11,3441 6,790
Deferred: " X :
Federal’ . ‘ \ 3,57 (2103) 8,222
.State. | . I ' 578 1,595 1715
Foreign J 380 27 B
S S . 4520 (481} 9,937
Total income ta‘x expense ;‘ $34,974 $'IO,863! $16,727
| [ i -
A reconmhatmn of the statutory federal income tax l
rates to the Company s effective tax ratels for the fiscal ‘
. years ended December 31,is as follows )
(Amaunts in Thaumr!ds) : ; 2006 | 2005 ! I 2004
Federal mcome; tax at statutory rates | : $34,256 $12,611. i $17,164
Increase (reduction) in taxes resulting from: ‘ . {
State mcomel taxes, net of federal tax benefit 3,340 1,247 i 2,235
 Net tax-exempt interest income : (3,947} (3,426)‘ . (3,677)
Other, net ‘ : | i 1,325 431 ; 1,005
‘ :
| b )
Total income tax expense - | l . $34974 310, 863 . $16,727

Income taxeL from discontinued operatlons were
$160.7 mllllon $10.2 million and $12 5 million for
the years ended December 31, 2006, 2005 and 2004,
respectlvely

In accordance with Accounting Prmmples Bul]etln 23,
“Accounting | for’ Incoime Taxes- -Special
U.S. income taxes are not provided onlundistributed
earnings of 1r|1ternat10nal subsidiaries that are perma-
nently remvested As of December 31, 2006 undistrib-
uted earnings permanently reinvested in the Company’s
foreign subsidiary were_approximetely $2.1 million. At
current tax rates, additional federal income taxes {net
of available tax credité_)'of $.1 million vsfzou]d become

payable if such income were to be repatriated.

Areas,”

Deferred incolfne tax assets and liabilities Lreflecc the tax
effect of temporary differences between the carrying

[
amount of as,ers and liabilities for fmancnal reporting

purposes and, ‘the amounts used for the same items for

income itax rtl,portmg purposes. The net deferred tax
asset 'included 'in “other assets on thelconso!ldated

|

' ]

statements of fmancxal condmon consisted of the fol- ‘
lowing items at Decernber 31:

{Amounts in thousands) 2006 :l 2005
Deferred tax assets: ; ) i
Liabilities/accruals not currently 7 o
deductible i L1 81739 ' $19,205
Pension and retlrement costs 5,201 1 10,962
Deferred compensatnon 22,574, 15,108
Other _ ,l 3,335, 4,406
i L 48,461, 49,681
Deferred tax Iiabilitiefs: : i .
Firm investments | 1,228 | 440
Fixed assets = ! . 4,672 2,379
Other N , 498 | 270
6398|3089

Net deferred tax asset $42,063 i, $46,592

The Company has reviewed the components of the
deferred tax assets and has determined that no valua:
tion allowance is deemed necessary based on!manage-
ment’s expectat:on of future taxable income.!

! . !
?‘ .

1
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SUPPLEMENTAL INFORMATION _ . 1

Quarterly Informatlon (Unaudlted)

1006 FISCAL QUARTER

———— e ———— e

(Amounts in thousands, except per share data) . F.irst | second | Third | Fourth
Total revenues : l $143112  $114,393 i$124,597 $153,135
In;erést expense - ' 8,153 9143 ' 8,490 6,517 !
Net revenues ' . 134,959 105,250 -« 116,107 146,618 '
Mon-interest expenses ! ‘ 106,274 93,001 1 101,058  104,638@
Income from continuing operations before income tax expense 28,685 12,159 15,045 41,980
Net income from continuing operations . 18,706 - 7,929 | 9528 26,7369
tncome/(loss) from discontinued operations, net of tax 5,151 (3,792) | 177,085"  (6,090)
Net income R $ 23857 § 4,137 3186613 § 20,646
Earnings per basic common share \ " : o .
Income from continuing operations $ 100 $ 043 :5 053 5 1589 :
Income/(loss) from discontinued operations . - 0.28 (©.20) | 9827 (0.36) '
Earnings per basic common share : o ls 128 s o 51035 5 12
Earnings per diluted common share : .
Income from centinuing operations : $ 098 $ 040 3 050 § 1499
- Income/(loss) from discontinued operations : 0.27 {19} 1 929" (0.34)
. - |
Earnings per diluted corfnmon share $ 125 5 021 3 979 § 115 i

Weighted average number of common shares

. Basic ] A 18,462 18,556 18,031 16,973

,Diluted ‘ ] ‘ 19,146 15,669 ; 19,071 18,004 !
; '
2005 FISCAL QUARTER !
{Amounts in thousands, except per sharé data) ) . First | Second | ! Third | Fourth
Total revenues - ' . ) $95,696 5102141 : $128,189  $127,776
interest expense . : 7,359 7,909 , 8,064 9,162
Net revenues ' . 88,337 94,232 120125 . 118614
Non-interest expenses ' 83,201 96,090¥" 104316 101,670
Income/{loss) from contlnm;'lg operations before income tax expense/{benefit) 5,136 {1,858) r 15,809 16,944
Net income/{loss) from continuing operations ) - 3,403 (1,108}‘3} 10,938 11,935
Income from discentinued operations, net of tax 3,932 2,345 i 4 210 T 4,428
Net income . f §7335 § 1,237 [$.15148 '$ 16363
Earnings per basic common share b '

Income/{loss) from continuing operations . $ 018 § (0.06) o $ 058 § 065

Income from discontinued operations ' } 0.20 032 © 022 0.24

Earnings per basic common share . $ 038 § 0075 08 S 089

Earnings per diluted common share

Income/(loss) from continuing cperations $ 017§ (0.06)(? $ 057 $ 063

Income from discontinued operations 0.20 01z 0.22 0.23

Earnings per diluted common share $ 038 $§ 006 $ 079 $ 037

Weighted average number of common shares X :

Basic 19378 19,028 | 18341 18,365

Diluted - ‘ 19,523 19,195 . 15,107 18,850

(1} The third quarter of 2006 included the gain on the sale of the Company's PCS branch nerwark l
(2) The fourth quaner of 2006 included an after tax reduction of litigation reserves of $13, 100 or Sa.73 per dduted shars . [

{3} The second quarter of 2005 included o pre-tox restructuring charge of $8,595 or, $0.29 per diluted share after tax.
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Market for| Piper Jaffray Compames Common Stock and Related Shareholder Matters

* STOCK PRICE INFORMATION ° v
" Qur common‘ stock -is listed on the Ncw York Stock

Exchange under the symbol “PJC.” The f?l]0w1ng table
contains hlstqucal quarterly price mformatlon for the
years ended Decerber 31, 2006 and 2005 On Febru-

_ary 23, 2007, Pthe last reported sale pr:cc ‘of our com-
* mon stodk was $68.77: o

e g - |

2006 FISCAL YEAR 1‘ tHigh Low
I First Quarter $55.40  $38.74
' Second Quarter 7465 . 5318
Third Quarter . 66.30 46.60
Fourth Quarter 71.61 58.80
e, \
. ‘2005 FISCAL YEAR ° #High Low
D | -
First Quarter ‘ $47.18  $36.59
Second Quarter _'1.’:7.67 . 2640
Third Quirter ‘ . 3500 2900
Fourth Quarter M2 2856
. o . 1

" SHAREHOLDERS !

We had 20,660 shareholders of record and an estlmated
98,590 benefictal owners of 6ur common stock as of
February 23, 200;7 l' ’

H

DIVIDENDS A

We do not intend to pay cash d1v1dends on our common
stock for the foreseeable furure. Qur board of ‘derCtOI‘S
is free to change our dividend rpolicfr at any time.
Restrictions on Oli.]r broker dealer subsidiary’s ability
to pay dividends are ‘described in Note 21 to, the con-
solidated fmanual statements. -

i
!
1
1
i
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il '}
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. l
Stock Performance Graph §

The following graph compares the performance of an investment in our common stock from January 2,2004, the
date our common stock began regular-way trading on the New York Stock Exchange following our spin-off from
11.S. Bancorp, with the S&P 500 Index and the S&P 500 Diversified Fmancua]s Index. The graph assumes $100
was invested on January 2, 2004, in each of our common stock, the’ S&P 500 Index and the S&P 500 Diversified
Financtals Index and that all dividends were remlvcsted on the da:te of payment without payment of any
commissions. Dollar amounts in the graph are rounded to the nearest whole dollar. Based on these assumptions,
the cumulative total return for 2006 would have bee]n $151.51 for our common stock, $135.12 for the S&P 500
Index and $147.74 for the S&P 500 Diversified Fmanmals Index. For 2005, the cumulatlve total-return would
have been $93.95 for our common stock, $116.69 for the S&P 500 Index and $119.24 for the S&P 500 Diversified
Financials Index. For 2004, the cumulative total retul"n would have bee'n $111.51 for our common stock, $111.23
for the S&P 500 Index and $108.59 for the S&P 500 Diversified Fmancnals Index. The performance shown in the

graph represents past performance and should not be considered an indication of furure performance

i
CUMULATIVE TOTAL RETURN PIPER JAFFRAY COMMON STOCK THES & P 500 INDEX AND
- THE S & P 500 DIVERSIFIED FINANCIALS INDEX

$130 -
$110 L R A

$100
$90

|
$120 ) | | ' s
| | '
1 |
I ;

| )
-$80 ' . L\ V4 —
$70 : :\F Jl ]
$ 6 0 1 1 L] T L] T T T -I - T 1
g & & & > & & @ $ & Qb & &
M ﬂ)\\ Q)Q\ ,,)Q\ 4;»\ \n;\\ ,,_,Q\ ,,}Q\ N s Q)Q\ “)Q\ ,5'\\

NN 6 NNy VoV N S\ LN }Qa\

—a—P|C —o0— S&P 500 | ---A-- S&P 500 Diversified Financials

|
L] ' } f
60 Piper Jaffray Annual Report 2006 )
' i

-




T d

i —wpiow y A

eadquarters
lﬂfffay
JogNos

Nu:ollet M), S e
aneapohs vt NI55402]
(512}303" Heow

(CompanylWebiSite

www. piperjaliray.com

Transfer
fnvestor
egaibemdf sty o Piper Hiiay Qunpents
fand] mamtams dl mﬁb{fﬂ?

15 comElp I%FGJ!@!EIBMEI!]
PipedaffraylGompanieststock®stocklirans fers
co‘rrections odchangesYosstock
certincates| ofdduplicatelmailings¥pleaselcontacy
Mellon]investogdSericeslbylwritinglorcalling]

Investor
IO .31
SouthlhiackensackdN |fo76086]
Qo0 Bpasen

Address for{Overnight]Deliveries:]
Washmgton M

flesserlGinyi i)

WeblSitelAccessito]Registrary
Shareholdersmayfaccessitheidinvestor
statements'online mﬁmga&umdﬁm
alweekiwithIMUlinkgdformorelinformationy

[pojtodwww.melloninvestorcomiil S DY

Elmaill Delwery ofiShareholder]Materials)
]affray ﬂm&ﬁ shareholder @ﬂiﬂnﬂi}
[fcommitmenticleinglanlenyiionmentally

re5pon5|b|€1
sharcholde ﬁEI!:JIEIB

shareholders mﬂy@gmu@@iﬁ'
c!elwery

maﬁ)&nmﬂmﬁ)yﬁ}n
mgna, DIOXYVOLETCOMY gliﬁ]ﬁhg
instruction &gmﬂﬁmmm&ﬁm@mmcﬂw
proxyproulwilllecloromptediiceardinglelectionid
[delivery) Electmmc
g pphr st end it g emd
co {5

i loookodlprinicalonliecycledinaperthat
&) i lpostconsumenvaste)

IndependentfAccountants)
EmB & Vo MP

(GCommoniStock]Listing]
NevgvorkistockExchange]isymbotg) @)

Investorlinguiries]
[ShareholdersYsecuritiestanalystsland]
investorsseekinglmorelinformationtabout
thelcompanylshouldfcontacjennifedAYG sond
Gonnils, chreer off lvasier Rellfions, 68
enniferalolsorzzoude@picfcomel 2330316277
ogthelcorporatelheadquariersfaddressy

WeblSitelAccessliolSEGReportslandlGorporate}
(Governancellnformation]
Piperg|affraylcompaniesImakestavailableliree]
offchargelon]itshWeblsite®www.piperjaffzay.corn
itsfanndalleeportsfontrormiioakquarterlylre ports)
onlEormbio:@¥currentieportsfon]formlazk
fandlamendmentsltolihoselrepoctsthledlon
fusnishedfplrsuantitoysectionks (a)fordis (d)fof]
thelExchangelAct¥asiwellfastalifothedreportstiled]
bylbiperdlaffraylGompanieshwithitiielSEEKasTsoon
aslreasonablylpracticablefafierditfelectronically
fieskihernbwith¥ordlrnisheslthermltoNthelSE A
Biped)atfraylGompan esfalsolmakestavailablel
freeloffchargelonlitsweblsitelihelcompanyss!
codesfoftethicsfandlbusinesstcondictYits]
corporatelgovernancelprinciplestandlihelcharters]
offthelauditfcompensation¥andinominatingland|
goyernancelcomimitieesfoffthelboardloffdireciorsy
Printedfcopiesfofftheselmaterialstwilllbelmaited]
uponlicgucsty

RiperafiraylGompaniestdoestnoticurrent/y
paylcashldividendstonlisfeommonkstock

Jihelcertifications|bylthelchieffexecutiveloficery
aodlchieflinanciallothcedotbiper/ativay
GompanieslrequiredundergSectionfzo2foffthel
SarbaresioxleylAcHoffz002]havelbeenthiedlas)
exhibitsliolitsPzoo6lAnnuallReporforiEormbi oIk
fhelcetificationibylthelchieffexecutivelofficerdo]
Pipejaficaylcompanieshiequiredfundergsection
303AY2 () Joflthelcorporateleovernancelrutestor)
cheltlevatorkiSiocidExchangelhaslbeentsubmitted)
tolthelllevavorkiStockiExchang ey




GUIDES FOR
THEJOU\NEY

Plper]affray




